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CHAPTER I 

INTRODUCTION 

One of the primary purposes of accounting, simply stated, is to 

furnish accurate and meaningful financial information and statistics 

to management as a basis upon which reliable administrative decisions 

can be made. It is recognized that accounting itself can never pro

vide the sole basis for sound business judgment. Nevertheless, mana

gerial judgment can be improved and administration made more effec

tive by the use of reliable information derived from adequate account

ing and statistical records. This is particularly true with respect 

to hospitals due to the highly specialized and complicated nature of 

many of the functional activities carried on within the hospital com

plex. Further, the public service nature of hospitals imposes an 

additional responsibility on the hospital administrator and the trus

tees who are ultimately responsible for the hospital management, to 

insure the adoption of sound accounting and business practices. The 

hospital management team must depend upon meaningful financial state

ments and other accounting data to enable it to properly fulfill its 

managerial and fiduciary responsibilities and to provide intelligent 

executive planning and action aimed at rendering optimum hospital 

care at the least possible cost. 



Within the last decade, there has arisen another strong incen

tive for the establishment of sound accounting methods in hospitals. 

This additional incentive is labeled "Medicare" which became effec

tive in 1966. A hospital that provides patient care to the aged 

beneficiaries of Medicare, or for that matter, any hospital that has 

contracted to sell its services to any third party payor, will find 

it virtually impossible to accurately determine the cost basis for 

reimbursement or to defend such a basis without the existence of 

recognized sound accounting and reporting practices. 

The purpose of this dissertation, as the title implies, is to 

analyze the impact of Medicare on hospital financial reporting prac

tices. In order to provide the proper perspective for this analysis, 

a historical review of hospital accounting and reporting practices 

prior to the advent of Medicare is deemed necessary. 

Historical Review of Hospital Accounting 
and Reporting Practices 

The Role of the American Hospital Association 

Recognizing the need for a guide in accounting procedures and 

business practices, and for information essential to effective finan

cial management, the American Hospital Association has developed vari

ous materials on accounting since the publication of its first account

ing manual in 1922. In 1940 the association updated the materials and 

republished them in a manual known as Bulletin No. 210, Hospital Account

ing and Statistics. In response to a demand for a comprehensive and up-

to-date guide which would reflect current general accounting practices, 



and the accounting treatment of the many economic changes since 1940, 

the association in 1950 decided to revise and expand the information 

into a series of manuals on financial management; and, as a result of 

that decision, several manuals have been published over the past two 

decades. 

One of the manuals. The Chart of Accounts for Hospitals (1966), 

contains a complete listing and discussion of fifteen "Principles of 

Accounting for Hospitals" which are attached hereto as Appendix A for 

reference purposes. These principles are very similar to the "gener

ally accepted accounting principles" as promulgated by the American 

Institute of Certified Public Accountants (AICPA). 

The principles and publications of the American Hospital Associ

ation (AHA) have given adequate guidance towards the development of 

proper accounting procedures in hospitals and preparation of meaning

ful financial reports. They have promoted uniformity and quality in 

accounting. Further, the administrative use of proper accounting and 

statistical data, as well as the development of accounting procedures, 

Since 1950 the American Hospital Association, Chicago, Illinois, 
has published manuals in its Financial Management Series, as follows: 

Handbook on Accounting, Statistics, and Business Office Proced
ures , Section I, Uniform Hospital Statistics and Classification of 
Accounts, 1950; revised as Uniform Chart of Accounts, 1959; 2nd revi
sion as Chart of Accounts for Hospitals, 1966. 

Handbook . . . , Section II, Bookkeeping Procedures and Business 
Practices for Smaller Hospitals, 1956. 

Cost Finding for Hospitals, 1957; revised as Cost Finding and 
Rate Setting for Hospitals, 1968. 

Budgeting Procedures for Hospitals, 1961. 
Internal Control and Internal Auditing for Hospitals, 1969. 
Uniform Hospital Definitions, 1969. 
Statement on the Financial Requirements of Health Care Institu

tions and Services, 1969. 



has been a constant topic for discussion at annual meetings of state 

and national hospital associations over the past two decades. Never

theless, the implementation of adequate accounting and financial re

porting procedures in hospitals has lagged far behind the ever increas

ing need for adequate accounting records. Although hospitals comprise 

one of the largest industries in the United States today, it is ques

tionable whether or not many hospitals--possibly only a minority--had 

taken steps individually to implement, prior to the advent of Medicare, 

the accounting procedures and techniques recommended by the American 

Hospital Association--the procedures which, had they been adopted and 

implemented, would have gone far towards alleviating many of the 

accounting and reporting problems resulting from the advent of Medi

care. This was particularly true with small hospitals; and, even 

where adequate procedures for general accounting had been implemented, 

very few hospitals had developed adequate statistical data or an ade

quate cost accounting system. 

Effective managerial decision-making and policy formation rest 

primarily upon the ability of hospital administrators, and others in 

authoritative positions to make use of the managerial aids which good 

accounting and statistical reports can provide. It is unfortunate that 

many administrators, trustees, and even some controllers of hospitals 

do not possess an adequate understanding of financial and statistical 

reports or the ability to utilize the information contained therein. 

Large numbers of administrative positions are occupied by nurses, doc

tors, clergy, et cetera, whose education and previous experience, of 



necessity, have not included accounting nor financial management. Pre

sumably, this is one of the major causes of the inadequacy of hospital 

accounting procedures, in general, and the cost confusion resulting 

from Medicare, in particular. 

As a further complication, skilled accounting personnel are not 

available to assist the administrators in many hospitals, particularly 

those in rural areas. In an independent study of 95 random selected 

small hospitals having 100 beds or less in Texas in 1964, it was con

cluded that the absence of trained hospital accounting personnel, not 

the size of the hospital, was the major factor for the hospitals not 

implementing the generally accepted accounting principles for hospi

tals as recommended in the American Hospital Association's Uniform 

2 

Chart of Accounts and Definitions for Hospitals. Even where account

ants are available, many hospital owners or administrators are unable 

or unwilling to pay the "high" salary costs to hire an accountant. 

As a consequence, there has been a tremendous increase in the use of 

public accounting firms for implementing accounting systems in hospi

tals, and in the annual preparation of the Medicare cost reimbursement 

report. 

Some comments on hospital accounting and administration from a 

few experts will serve to illustrate these general inadequacies in 

hospital financial management. Mr. Alvin H. Pederson, CPA, Partner, 

Arthur Andersen & Co., had this to say: 

2 
Rose T. Nigrelli, "Small Size No Handicap in Adopting Standard 

Hospital Accounting Methods," Hospitals, June 1, 1966, p. 95. 



. . . In the past, and in many hospitals yet, the cost account
ing system was automatically installed and carried between and 
slightly above the two acoustical organs of the superintendent. 
Some call this method of cost accounting "pants-pocket" account
ing. . . . Although the American Hospital Association has pub
lished a manual on accounting and for a number of years has 
urged its members to adopt adequate accounting procedures, the ^ 
number of institutions that have done so is comparatively small. 

Mr. Conrad G. Maygers, Controller, Kansas City General Hospital 

and Medical Center, and Instructor in the Hospital Financial Manage

ment Association's workshops on "Cost Finding For Medicare," said: 

The average hospital of 25 years ago did not require nor 
use any sophisticated accounting staff. The billings were based 
in most cases on what it was felt the community would pay, and 
if one service was priced high and another low, what difference 
what it costs, [sic ] so long as it was not too different from 
what the next hospital charged and the total came close to the 
total cost of running a hospital. . . . It was rare for a hos
pital to be on an accrual method of accounting. Most were on a 
simple cash operation, and a few hadn't even gotten that far. 
. . . And this era did not end twenty-five years ago. Things 
are quite different today? (Emphasis supplied)^ 

Dr. Frank J. Imke, CPA, Associate Professor of Accounting, Texas 

Tech University, Lubbock, Texas, commented as follows: 

Traditionally, components of the medical and health care 
services have tended to avoid constraints, both real and imag
inary, generally associated with efficient business operations. 
To place emphasis on business efficiency would, it was feared, 
result in less desirable and perhaps less effective medical care. 
Many hospitals . . . have sought to maintain a personal, family-
type operation. . . .However, since medical services now consti
tutes one of the largest economic sectors, it must be recognized 
as big business, and the individual operating units must seek 

3 
Alvin H. Pederson, "An Appraisal of Hospital Accounting," 

Arthur Andersen Chronicle, October, 1950, p. 2. 
4 
Conrad G. Maygers, "The Changing Scene in Hospitals," Hospital 

Accounting, March, 1967, p. 5. 



certain economies and efficiencies associated with well-managed 
business operations. . . .̂  

Stephen M. Morris, President of Samaritan Health Service, Phoenix, 

Arizona, the corporate structure for nine Arizona hospitals, and also a 

member of the Board of Trustees of the American Hospital Association, 

had this to say: 

Hospital management, which includes administration, the 
board of trustees, and the medical staff, has been derelict in 
not keeping abreast of the times. To be sure, some of the econo
mies and efficiencies developed by those in the business sector 
have been adopted in hospitals, but these efforts are lost among 
the outdated traditional methods that predominate. Hospital 
management has allowed stagnation and rigidity to prevail over 
mobility and flexibility.^ 

David D. Willman, CPA, National Director of Services to the Health 

Care Industry for Ernst 6e Ernst, Cleveland, wrote: 

. . . Poor accounting and poor financial management in many 
smaller hospitals is attributable largely to the lack or inade
quacy of financial and accounting personnel. 

The penalties for inability to deal effectively with such 
outside pressures as reimbursement programs are too serious to 
permit continued reliance on the traditional bookkeepers or sec
retaries. Further, overall demands on the administrator are 
such that he cannot be expected to devote sufficient time to 
both administration and financial management. . . .7 

William Freitag, CPA, Partner in the New York City office of Peat, 

Marwick, Mitchell 6e Co., and Chairman of the Committee on Health Care 

Institutions of the American Institute of Certified Public Accountants, 

commented as follows: 

^Frank J. Imke, "Medicare--So What?" Texas CPA, April, 1967, 
pp. 29-30. 

Stephen M. Morris, "Hospital Administration Lags Behind Industry 
in Managerial Sophistication," Annual Administrative Reviews: Manage
ment, Hospitals, April 1, 1970, p. 113. 

David D. Willman, "Effective Financial Management Calls For 

Qualified Financial Officer," Hospitals, June 1, 1969, p. 40. 
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The systems, procedures, accounting, reporting and budgeting 
as well as the capabilities of personnel expected to perform 
these functions in hospitals were a traditional shortcoming over
looked until recently. . . . Financial vice-presidents were un
heard of and the desire and ability to attract qualified personnel 
were, except in rare instances, non-existent. . . . Pay was low; 
statistics compiled as recently as 1966 show the average annual 
non-medical salary was $4,382, . . . and advancement into top ad
ministrative positions was rare. These positions were reserved 
for doctors whose administrative training and abilities were gen
erally substantially below those found in equally complex organi
zations in other fields. 

The professional accountant, long oriented toward profit-
making enterprise, did not give sufficient attention to develop
ing needs of hospitals. As a result this segment of the economy 
grew to giant status . . . with little professional involvement 
in its accounting, reporting, financial planning and system de
velopment. Standards of accounting were not codified and appli
cation of accounting principles varied greatly with minimum stan
dardization on a national basis. . . . 

Although the chart of accounts and the system of cost find
ing were available, by as late as 1967 most hospitals had adopted 
neither of them. . . .° 

Finally, the National Advisory Commission on Health Manpower in 

reporting the strengths and weaknesses in the National Health Care 

System in the United States listed two of the major weaknesses as 

". . . inadequate information on the operating characteristics of the 

health services system, including data on manpower, services, costs, 

and facilities, . . . [and] high costs of most medical services. . . . 

In considering the indictments in the above comments, it is obvi

ous that the health care industry was ill-prepared to cope with the 

accounting and financial problems occasioned by Medicare. Nevertheless, 

o 

William Freitag, "Medicare and the Hospital Revolution," Journal 
of Accountancy, January, 1969, pp. 40-41. 

9 
Report of the National Advisory Commission on Health Manpower, 

Vol. II (Washington: U. S. Gov't Printing Office, November, 1967), 
pp. 189-190, as cited by George Kreuzberger, "For Hospital Costs," 
Lybrand Journal, Vol. 5, Nos. 3 & 4, 1969, p. 34. 

„9 



Medicare was thrust upon the industry as a matter of public policy in 

1966. Among the major issues resulting from the advent of Medicare 

was the impact on hospital accounting procedures and financial report

ing practices--the gross confusion caused by the Medicare principles 

of cost reimbursement, and the inability of the hospitals to satisfy 

the reimbursement requirements. Even as late as the summer of 1970, 

four years since Medicare became effective, final settlements for the 

first year of Medicare, 1966-67, were still being finalized; and the 

final settlement claims for three years were backlogged for audit and 

settlement. Many of the first year's claims were under dispute and in 

the appeals process. Further, the appeals process, itself, is one

sided in that the five-member appeals committee consists of three mem

bers from the fiscal intermediary as agency of the government, and 

only two independent members from national or state health organiza

tions. With Medicare a matter of public policy, hospitals, though 

ill-prepared, were forced to play their role--as the old saying goes, 

"it's not whether you win or lose, but how you play the game," with 

the added phrase, "So long as you play it the Medicare way." 

The Role of the Accounting Profession 

As discussed previously, hospitals generally were not prepared 

to handle the revolutionary changes required in their accounting and 

A jestful witticism overheard by the author in attendance at 
the seminar on "Hospital Accounting and Medicare Audits," conducted 
in St. Louis, Mo., by the American Institute of Certified Public 
Accountants, July 30-31, 1970. 
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reporting practices; and, as a consequence, the accounting profession 

was called upon to come to their rescue. However, the accounting pro

fession was seemingly almost as unprepared to handle the problem as 

was the hospital industry; that is, prior to Medicare, the accounting 

profession had for all practical purposes maintained a "hands-off" 

attitude towards accounting in all not-for-profit organizations, in

cluding the hospital industry. 

The American Accounting Association (AAA) and the American 
Institute of Certified Public Accountants (AICPA) have played 
relatively minor roles in the development of accounting princi
ples and practices of not-for-profit organizations. Both have 
concentrated their resources and efforts toward the improvement 
of accounting and reporting practices of profit seeking enter
prises, allowing the various types of not-for-profit organiza
tions to promulgate independently their own separate bodies of 
"generally accepted accounting principles"--often in conflict 
with those applicable to profit seeking enterprises. . . . 
Neither organization has expressed official approval nor dis
approval of such pronouncements, however.H 

The American Institute of Certified Public Accountants actually 

announced their positive disclaimer of applicability of its bulletins 

and opinions to the not-for-profit field of accounting in 1961 in the 

introduction of Restatement and Revision of Accounting Research Bulle

tins , in stating: 

. . . The committee has not directed its attention to accounting 
problems or procedures of religious, charitable, scientific, edu
cational, and similar nonprofit institutions, . . . accordingly. 

American Accounting Association, Committee on Accounting Prac
tices of Not-for-Profit Organizations, Accounting for Not-For-Profit 
Organizations, Draft Report, (Evanston, 111.: American Accounting 
Association, 1970), pp. iii-2, 3. 
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. . . its opinions and recommendations are directed primarily 
to business enterprises organized for profit.12 

As to the applicability of generally accepted auditing standards 

to hospitals, the Committee on Auditing Procedures of the AICPA in 

its introduction to Statement of Auditing Procedures No. 28, 1957, 

stated: 

The independent certified public accountant has long had 
authoritative literature and accepted practice to guide him in 
that part of his work which has to do with reporting on the more 
usual types of financial statements of corporate business enter
prises organized for profit. When he has undertaken to report 
on matters outside that category, he has had little besides his 
own experience and judgment to guide him, since the profession 
has not clarified the applicability of generally accepted audit
ing standards in such circumstances. . . . [Emphasis suppliedj^^ 

Again in 1963, the position of the American Institute of Certi

fied Public Accountants was restated in similar terms in Statement of 

Auditing Procedures No. 33: 

If the statements are those of a nonprofit organization, 
they may reflect accounting practices differing in some re
spects from those followed by enterprises organized for profit. 
In many cases generally accepted accounting principles applic
able to nonprofit organizations have not been clearly defined. 
In those areas where the independent auditor believes generally 
accepted accounting principles have been clearly defined he may 
state his opinion as to the conformity of the financial state
ments either with generally accepted accounting principles or 
less desirably with accounting practices for nonprofit organiza
tions in the particular field [e.g., hospitals and educational 

12 
American Institute of Certified Public Accountants, Committee 

on Accounting Procedures and Terminology, Accounting Research and 
Terminology Bulletins, Final Edition (New York: American Institute 
of Certified Public Accountants, 1961), p. 8. 

13 
American Institute of Certified Public Accountants, Committee 

on Auditing Procedures, Statement on Auditing Procedures No. 28 (New 
York: American Institute of Certified Public Accountants, 1957), 
p. V. 
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institutions], and in such circumstances he may refer to finan
cial position and results of operations. In those areas where 
he believes generally accepted accounting principles have not 
been clearly defined, the provisions covering special reports 
as discussed under cash basis and modified accrual basis state
ments are applicable. 1*̂  

In any event, the independent auditor was left to his own experience 

and judgment in the determination of the applicability of any given 

set of principles that differed in any manner from the Institute's 

stated principles. 

The Accounting Principles Board of the AICPA, has not specific

ally announced such a disclaimer; however, it inferred somewhat the 

same attitude towards "accounting principles" in a footnote to its 

Statement No. 4, October, 1970: ". . . Although this statement 

applies to business enterprises, some of the contents may also apply 

15 
to not-for-profit organizations." 

Even though the AICPA has continued this "hands-off" policy 

with respect to not clearly defining the generally accepted account

ing principles for not-for-profit organizations, its Technical Serv

ices Division (AICPA) is of the opinion that recommendations concern

ing hospitals--as well as some other not-for-profit organizations--have 

14 
American Institute of Certified Public Accountants, Committee 

on Auditing Procedures, Statement on Auditing Procedure No. 33 (New 
York: American Institute of Certified Public Accountants, 1963), 
p. 90. 

American Institute of Certified Public Accountants, Accounting 
Principles Board, Basic Concepts and Accounting Principles Underlying 
Financial Statements of Business Enterprises, Statement of the APB #4 
(New York: American Institute of Certified Public Accountants, 
October, 1970), p. 1. 
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gained general acceptance, in the absence of information to the con

trary from the profession or the not-for-profit organizations. 

While this official "hands-off" policy of the AICPA remains with 

respect to generally accepted accounting principles, there has been a 

growing concern about hospital accounting and the fragmentary approach 

to the development of guidelines within the profession. This interest 

has been shown by an ever increasing number of journal articles by 

Certified Public Accountants in accounting and hospital periodicals, 

and by committee work and statements by professional hospital groups 

relating to hospital accounting and reporting practices. 

In 1966, as a result of Medicare, the American Institute of Cer

tified Public Accountans necessarily became involved in hospital 

accounting and reporting practices when 

. . . the committee on Medicare was appointed as a task force 
by then American Institute of CPAs President Robert M. Trueblood. 
Until then there had been practically no consultation with the 
Institute on the part of either the government, the commercial 
insurance company intermediaries or the Blue Cross Association. 
Rules covering the performance of audits under Medicare were be
ing drafted, including the form of opinion to be provided, and 
forms of contracts for the performance of audits were being 
written--all with no communication with the Institute.^^ 

This task force, which later was designated as the Committee on 

Health Care Institutions, lost no time in conferring with the appro

priate representatives from the hospital industry, the Social Security 

American Institute of Certified Public Accountants, Technical 
Services Division, Special Reports (New York: American Institute of 
Certified Public Accountants, 1960), pp. 41-42. 

William Freitag, "A Status Report on Medicare," Journal of 
Accountancy, July, 1967, p. 27. 
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Administration, and the Blue Cross Association; and their work re

sulted in the issuance of Medicare Audit Guide in 1969 by the Ameri

can Institute of CPAs. The audit guide was prepared 

. . . to provide guidance to the independent auditor in examin
ing and reporting on statements of reimbursable cost, which are 
prepared by providers of Medicare service in order to recover 
the reasonable cost of providing service to beneficiaries of the 
Medicare program.18 

Continuing their work, the Committee on Health Care Institutions 

of the AICPA on April 16, 1970, issued an Exposure Draft of an AICPA 

Industry Audit Guide for discussion purposes only entitled Audits of 

19 
Hospitals. The guide reviews current practices, summarizes popular 

accounting terminology of the hospital industry, and recommends prin

ciples and standards for hospitals with the objective of promoting 

better financial reporting. The guide also deals with auditing prob

lems peculiar to hospitals. 

From the wide exposure of the draft to members of the accounting 

profession and various associations of the hospital industry, suffi

cient feedback was received by the AICPA to warrant revision of the 

draft to reflect the criticisms and comments. Because of the substan

tive changes made in the guide, a Re-exposure Draft of the Hospital 

Audit Guide (new title) was recirculated on January 22, 1971, for 

18 
American Institute of Certified Public Accountants, Committee 

on Health Care Institutions, Medicare Audit Guide (New York: American 
Institute of Certified Public Accountants, 1969), p. v. 

19 
American Institute of Certified Public Accountants, Committee 

on Health Care Institutions, Audits of Hospitals, An ecposure draft, 
April 16, 1970; revised as a re-exposure draft. Hospital Audit Guide 
(New York: American Institute of Certified Public Accountants, Janu
ary 21, 1971). 
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further study and comments. Thus it would appear that in the not too 

distant future, the accounting profession will have clearly defined 

the generally accepted accounting principles, and the generally 

accepted auditing standards applicable to the Health Care Industry. 

In the guide the principles of accounting as recommended by the 

American Hospital Association (Appendix A) are recognized as generally 

compatible with the generally accepted accounting principles in the 

guide. However, there are some recognized differences which will be 

discussed later in this study. 

The Advent of Medicare 

What is Medicare? 

"Medicare" is the term given the Social Security Amendments of 

1965, Public Law 89-97, 89th Congress, H. R. 6675, July 30, 1965, an 

act which provides health insurance for the aged. It was signed into 

law by President Lyndon B. Johnson on July 30, 1965, to become effec

tive July 1, 1966, after two decades of bitter debate spanning four 

Presidential Administrations. Although its approval was expected, it 

is now obvious that no one realized the extent of the impact that 

Medicare would have on the health care industry and the public. 

The arena in which hospital costs were to be explained and 
justified quickly became a three-ring show in which emotion 
rather than logic ruled. Pericles himself could not have ex
plained to his audience of news-hungry media editors, pressured 
insurance commissioners, opportunistic politicians, and a gener
ally disturbed public that what really happened was that the eco
nomic impact of the revolution in patient care . . . [was now 
reality]. . . . In many cases, hospital spokesmen, unable to under' 
stand the emotionalism of the arena, unable to adapt to change. 
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valiantly and repeatedly drove their heads into the unyielding 
wall of public opinion.20 

Briefly, Medicare is designed to protect workers and their fami

lies against the high cost of health care in old age. Essentially, 

Medicare consists of two separate health insurance plans. Part A, 

Hospital Insurance, covers everyone who has reached age 65 and who 

is covered by Social Security. It is paid for by an allocation of 

part of the Social Security taxes withheld from wages or paid from 

self-employed income; there is no extra charge or premium paid by the 

Medicare patient. The Federal Government pays all costs of "normal 

hospital service" except the first $60--up from $40 when the law be

came effective--which is paid by the patient, for up to 60 days of 

hospital stay in any one benefit period. For the next 30 days, the 

patient need pay only $15 per day--up from $10 at the start--and 

after that he has a lifetime reserve of 60 days of hospitalization 

for which he need pay only $30 per day. After leaving the hospital, 

the patient is entitled to 20 days of post-hospital extended care, 

(as in a nursing home) free of charge, plys 80 days at $7.50 per day 

in 1971, up from $5.00 at the start. 

There is no limit to the number of benefit periods covered in a 

lifetime. If one has been out of the hospital or extended care facil

ity for 60 days, a new benefit period with full coverage starts all 

over again. The only exception is in the case of mental illness, for 

which there is a lifetime limit of 190 days of benefits. 

20 
A. Chesley Wilson, Jr., "Just the Facts Please," Editorial 

Notes, Hospitals, October 16, 1965, p. 67. 
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Part B, Medical Insurance, is a voluntary program for paying 

doctors' bills. To be covered, a person must be 65 and must specif

ically apply for Part B before he can receive benefits. The charge 

is currently $5.30 per month--up from $3.00 prior to 1968, and sched

uled to move up to $5.60 beginning July 1, 1971. This premium is de

ducted from Social Security payments and is matched by the Federal 

Government to cover the costs of Part B. The coverage under Part B 

pays 80 per cent of doctor bills and other covered medical expenses, 

after the first $50 in each calendar year. There is no maximum on 

bills for services, except that they must be "reasonable." The $50 

deductible, if accumulated in the last quarter of the year, may be 

applied against bills for the following year. 

The services provided under both Parts A and B are quite broad 

and are spelled out in Medicare handbooks and regulations, subject to 

change from time to time. Generally, however. Medicare covers all 

services "ordinarily provided to hospital patients," and almost any

thing the doctor wishes to do or to use for the patient's benefit. 

Under both programs the government permits much freedom of choice to 

the patient in selecting his own doctor, and the hospital may be any 

one facility that participates in the program. 

This study will be limited to Part A, Medicare, since it is in 

this area that participation by hospitals (called "providers" in the 

law) is covered. Medicare is administered by the Bureau of Health 

Insurance, Social Security Administration, United States Department 

of Health, Education, and Welfare (HEW). Under the administrative 

structure, the providers (hospitals, etcetera) select a fiscal 
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intermediary to act as liaison with the Federal Government, including 

reimbursement to the providers for services rendered. Under Part A, 

the local Blue Cross plans comprise the greater portion of the inter

mediaries , although some commercial insurance companies have also 

been designated. 

Medicare Principles of Cost Reimbursement 

Once Medicare became law, then came the seemingly greater prob

lem of implementation. As one writer has stated: 

The problem seems to come in the translation of policy and 
legislation into implementation and operation. The basic law 
presents virtually impossible requirements over which the Social 
Security Administration and hospital and medical representatives 
have labored cooperatively but futilely in an endeavor to develop 
sensible working programs. Even when everyone agrees as to de
sirable objectives, implementation is difficult to impossible be
cause of restrictions of the law, rigid interpretations of the 
law, and what would appear to be insulation of top policy makers 
in government and in the hospital field from workers dealing with 
patients.^ 

Although the law was passed eleven months before it was to become 

effective on July 1, 1966, 

. . . inadequate lead time was allowed both for implementation 
by the government and for prior planning and preparation by the 
hospitals. In the interim, it was necessary for the Social 
Security Administration to establish rules and regulations under 
which hospitals would be paid for services rendered to benefici
aries. 

Because of the need for vast consultation with innumerable 
groups, the actual basis upon which reimbursement would be made 
was unavailable until the late spring of 1966. At that time the 
individual reimbursement regulations were made available and the 
hospitals found themselves faced with fantastically complex re
porting and recording requirements with but a month or two to 
prepare. 

21 
Albert W. Snoke, A Critical Appraisal, Hospitals, November 1, 

1967, p. 52. 
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Unfortunately, the Social Security Administration concluded 
that because Uniform Chart of Accounts and Definitions for Hos
pitals had been published seven years earlier, and several of the 
76 Blue Cross plans had imposed cost-based reimbursement formu
las, all 7,000 hospitals could quickly adapt to a similar setup.22 

The Medicare law specified that reimbursement to providers would 

23 

be based on "reasonable costs of services," and to give the Secre

tary of Health, Education, and Welfare some guidance in his efforts 

towards the development of regulations and reimbursement principles, 

and some meaning to the elusive term. 

The Secretary shall consider, among other things, the principles 
generally applied by national organizations. . . . Such regula
tions may provide for determination of the cost of services on a 
per diem, per unit, per capita, or other basis, may provide for 
using different methods in different circumstances . . . and may 
provide for the use of charges or a percentage of charges where 
this method reasonably reflects costs. Such regulations shall 
. . . take into account both direct and indirect costs . . . in 
order that the costs with respect to individuals covered by the 
insurance programs . . . will not be borne by individuals not so 
covered and the costs with respect to individuals not so covered 
will not be borne by such insurance programs. . . .2^ 

Within the guidelines quoted above the Secretary promulgated 

twelve specific principles covering reimbursable cost elements, and 

four general principles covering the mechanics of preparation and sub

mission of the cost reimbursement report, and the data and records re

quired of the provider to support the reimbursement. The principles 

were published in booklet form as Principles of Reimbursement for 

22 
William Freitag, "Medicare and the Hospital Revolution," Jour-

nal of Accountancy, January, 1969, pp. 41-42. 
23 
U. S. Congress, House, Social Security Amendments of 1965, 

Pub. Law 89-97, 89th Congress, 1st Sess., H. R. 6675, 79 Stat. 286 
Sec. 1814(b). 

Ibid. , Section 1861(v). 
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Provider Costs and for Services of Hospital Based Physicians,--short 

25 
title: Health Insurance Regulations No. 4 (HIR-4). Concurrently 

with the publication of these principles as HIR-4, a Provider Reim-

26 

bursement Manual, (HIM-15) covering the detailed procedures neces

sary for compliance with the principles was published as a guide for 

the providers. Both the documents are subject to change from time 

to time, and the principles as outlined herein were those that were 

current as of January, 1971. 

It is not the intention here to describe or discuss in detail 

the principles of reimbursement, because they are too voluminous; 

however, the individual principles will be briefly outlined for con

tinuity, and for later reference when the accounting and financial 

reporting problems caused by Medicare are discussed more fully in 

the following chapters of this study. The reference number preced

ing each principle that follows refers to the appropriate paragraph 

number in the basic regulations. Principles of Reimbursement . . . 

(HIR-4): 

Principle l-l--Depreciation 

405.415 Principle 1-lA: . . . An appropriate allowance for 
depreciation on buildings and equipment is an allowable cost. 
The depreciation must be: (1) Identifiable and recorded; . . . 

25 
Department of Health, Education & Welfare, Social Security 

Administration, Principles of Reimbursement for Provider Costs and 
for Services of Hospital Based Physicians, (HIR-4), (Baltimore: Dept, 
of HEW, August, 1969, (reprint date as amended.) 

26 
Department of Health, Education, & Welfare, Social Security 

Administration, Provider Reimbursement Manual, (HIM-15), (Baltimore: 
Dept. of HEW, SSA, October, 1969, (reprint date as amended.) 
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(2) Based on historical cost or fair market value at the time of 
donation; . . . and (3) Prorated over the estimated useful life 
of the asset. . . . 

405.416 Principle 1-lB: . . . With respect to all assets 
acquired before 1966, the provider . . . may choose an allowance 
for depreciation based on a percentage of [1965] operating costs, 
. . . or the current year's allowable costs, whichever are the 
lower. The percent . . . is 5 percent [for] the year 1966-1967 
. . . [reducing by one-half percentage each succeeding year until 
it phases out to zero by 1975]. 

405.417 Principle 1-lC: . . . Depreciation on [all] assets 
being used . . . [at the time of entering into the program] is 
allowed; this applies even though such assets may be fully or 
partially depreciated. . . . 

405.418 Principle 1-lD: . . . Depreciation is allowed on 
assets financed with Hill-Burton or other Federal or public 
funds. 

Principle l-2--Interest Expense 
405.419 . . . Necessary and proper interest on both current 

and capital indebtedness is an allowable cost. 

Principle l-3--Bad Debts, Charity, and Courtesy Allowances 
405.420 . . . Bad debts, charity, and courtesy allowances 

are deductions from revenue and are not to be included in allow
able costs; however, bad debts attributable to [Medicare patients] 
. . . are reimbursable. . . . 

Principle l-4--Cost of Educational Activities 
405.421 . . . An appropriate part of the net cost of approved 

educational activities is an allowable cost. 

Principle l-5--Research Costs 
405.422 . . . Costs incurred for research purposes, over 

and above usual patient care, are not includable as allowable 
costs. 

Principle l-6--Grants, Gifts, and Income from Endowments 
405.423 . . . Unrestricted grants, gifts, and income from 

endowments should not be deducted from operating costs in comput
ing reimbursable cost. . . . [Funds] designated by a donor for 
paying specific operating costs should be deducted from the par
ticular operating cost. . . . 

Principle l-7--Value of Non-paid Workers 

405.424 . . . The value of services in positions customarily 
held by full-time employees performed on a regular, scheduled 
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basis by individuals as nonpaid members of organizations . . . 
is allowable as an operating expense. . . . The amounts allowed 
are not to exceed those paid for similar work. Such amounts 
must be identifiable in the records . . . as a legal obligation 
for operating expenses. 

Principle l-8--Purchase Discounts and Allowance, and Refunds of 
Expenses 

405.425 . . . Discounts and allowances received on purchses 
of goods and services are reductions of the costs to which they 
relate. Similarly, refunds of previous expense payments are re
ductions of the related expenses. 

Principle l-9--Compensation of Owners 
405.426 . . . A reasonable allowance of compensation for 

services of owners is an allowable cost, provided the services 
are actually performed in a necessary function. 

Principle l-10--Cost to Related Organizations 
405.427 . . . Costs applicable to services, facilities, and 

supplies furnished to the provider by organizations related to 
the provider by common ownership or control are includable in the 
allowable cost . . . at the cost to the related organization. 
However, such cost must not exceed the price of comparable serv
ices, facilities, or supplies that could be purchased elsewhere. 

Principle l-ll--Allowance in Lieu of Specific Recognition of 
Other Costs 

405.428 . . . (a) Cost reporting periods ending before 
July 1, 1969. [For these periods] . . . there shall be included 
as an element of reasonable cost of services an allowance in lieu 
of specific recognition of other costs . . . amounting to 2 per
cent of allowable costs. . . . 

(b) Cost reporting periods beginning after June 30, 1969. 
[For these periods] . . . there shall not be included . . . any 
allowance in lieu of specific recognition of other costs. 

(c) . . . With respect to any cost reporting period begin
ning before July 1, 1969, and ending after June 30, 1969, the 
allowance in specific recognition of other costs . . . [will be 
allocated on the basis of (a) above for the appropriate months 
prior to July 1, 1969. ] 

Principle 1-12--Return on Equity Capital of Proprietary Providers 
405.429 . . . An allowance of a reasonable return on equity 

capital invested and used in the provision of patient care is 
allowable as an element of the reasonable cost of covered serv
ices furnished to beneficiaries by proprietary providers. . . . 
[The amount is computed on the basis of one and one-half times 
the average interest rate of public debt issues applied as a 
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percentage to equity capital, and as of November, 1970, the rate 
was 10.5 percent. ] 

Principle 1-13--Inpatient Routine Nursing Salary Cost Differen
tial [Proposed Regulation Change, 35 Federal Register 12346, 
August 1, 1970. ] 

405.430 . . . In recognition of the above average cost of 
inpatient routine nursing care furnished to aged patients, an 
inpatient routine nursing salary cost differential is allowable 
as a reimbursable cost of the provider . . . at the rate of 8 1/2 
percent. . . . 

This proposal came as a result of studies which indicated that 

Medicare patients on the average receive inpatient routine nursing 

care that is more costly on an average per day basis than the average 

of the non-medicare adult patient population. Although the regula

tion had not been published at the 1970 year-end, discussions with 

personnel from several hospitals, and from the intermediary audit 

firm revealed that this 8 1/2 percent cost differential could be in

cluded in the cost reimbursement reports submitted after the date of 

the proposed change in the Federal Register, subject to later adjust

ment in the event the change is cancelled. 

The current principles of reimbursement continue as follows: 

Principle 2-l--Cost Related to Patient Care 
405.451 . . . All payments to providers of services must 

be based on the "reasonable cost" of services . . . related to 
the care of beneficiaries. Reasonable cost includes all neces
sary and proper costs incurred in rendering the services, sub
ject to principles relating to specific items of revenue and 
cost. 

Principle 2-2--Determination of Cost of Services to Beneficiaries 
405.452 . . . Total allowable cost of a provider shall be 

apportioned between program beneficiaries and other patients so 
that the share borne by the program is based upon actual services 
received by program beneficiaries. . . . The provider shall have 
the option of either of two following methods: 
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(1) Departmental Method. The ratio of beneficiary charges 
to total patient charges for the services of each depatment is 
applied to the cost of the department. . . . 

(2) Combination Method. The cost of routine services for 
program beneficiaries is determined on the basis of average cost 
per diem of these services for all patients; to this is added 
the cost of ancillary services used by beneficiaries, determined 
by apportioning the total cost of ancillary services on the 
basis of the ratio of beneficiary charges for ancillary services 
to total patient charges for such services. 

Principle 2-3--Adequate Cost Data and Cost Finding 
405-453 . . . Providers receiving payment on the basis of 

reimbursable cost must provide adequate data. This must be based 
on their financial and statistical recrods which must be capable 
of verification by qualified auditors. The cost data must be 
based on an approved method of cost finding and on the accrual 
basis of accounting. However, . . . [cash basis is acceptable 
for governmental institutions, including state and local govern
ment entities.] [Emphasis supplied.] 

Principle 2-4--Payments to Providers 
405.454 . . . Providers of services will be paid the reason

able cost of services furnished to beneficiaries. Interim pay
ments approximating the actual costs of the provider will be made 
on the most expeditious basis administratively feasible but not 
less often than monthly. A retroactive adjustment based on 
actual costs will be made at the end of the reporting period. . . 

Requirements by Hospitals for Reimbursement 

Amid the confusion of reimbursement principles, factors affecting 

the charging of patients, relationships of charges to costs, et cetera, 

the hospital administrator had to chart his course of action. Unques

tionably, at first. Medicare reimbursement placed a burden on those 

who had chosen to ignore the exhortations for greater sophistication 

in accounting. Medicare was the catalyst that brought the archaic 

hospital accounting practices to the forefront, as federal regulations 

achieved what the American Hospital Association had been unable to 

accomplish. Those administrators who had stymied good management account

ing were overruled. 
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For those who were already practicing good management accounting. 

Medicare reimbursement created a rather insignificant burden, hardly 

more than an orderly, logical presentation of the statistical and 

accounting data already accumulated. 

In addition to the provision for cost finding and the accrual 

basis of accounting, as outlined in Reimbursement Principle 2-3 above, 

(a) The principles of cost reimbursement will require that pro
viders maintain sufficient financial records and statistical 
data for proper determination of costs payable under the program. 
Standardized definitions, accounting, statistics, and reporting 
practices which are widely accepted in the hospital and related 
fields are followed. . . . 
(b) Cost reports will be required from providers on an annual 
basis with reporting periods based on the provider's accounting 
year. . . . ' 

Thus, the hospital must have adequate cost data based on cost 

finding and accrual accounting, maintain sufficient records for proper 

determination of reimbursable costs, and submit annual reports to the 

intermediary serving as agent for the government. Naturally, there 

were many problems to be resolved, and will continue to be for some 

time to come--problems in general accounting, cost accounting, and in 

financial reporting practices. 

Many of the problems in the areas of hospital accounting and 

cost control have previously been explored in a dissertation by 

28 

Dr. Albert L. Craven, Jr., University of Alabama. It is the pur

pose of this study to explore the problems created by Medicare in the 

Ibid. 

28 
Albert L. Craven, Jr., Impact of Cost Finding Requirements of 

Medicare Legislation on Hospital Accounting and Cost Control (Ann Arbor, 
Michigan: University Microfilms, Inc., 1968). 
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latter area mentioned above; that is. The Impact of Medicare on Hos

pital Financial Reporting Practices. 

As hospitals attempt to comply with the principles of reimburse

ment outlined above, many of the reporting problems can be resolved 

within the framework of generally accepted auditing standards of the 

American Institute of Certified Public Accountants; however, there 

are several reporting practices required by Medicare that fall outside 

the area of generally accepted principles and standards. It is to 

this area that the greatest emphasis in this dissertation will be 

directed. 

For the purpose of placing the text of the dissertation in per

spective, the general hypothesis may be stated as follows: "The 

Financial Statements of Hospitals, and the Reimbursable Cost Report, 

as prepared for Medicare Cost Reimbursement purposes do not present 

fairly the financial position and the Net Income or Loss of the re

porting hospitals as they would traditionally be reported using 

'Generally Accepted Accounting Principles,' and following 'Generally 

Accepted Auditing Standards' of reporting for business enterprises." 



CHAPTER II 

THE IMPACT OF MEDICARE ON GENERAL FINANCIAL 

REPORTING PRACTICES IN HOSPITALS 

Anywhere within the health care industry, one can hear of the 

problems created by Medicare. Yet, progress comes about only through 

change, and the resolution of those problems associated with change. 

Medicare has served the dual purpose of stimulating as well as com

pelling change. Those concerned with hospital management have been 

awakened to the necessity for changing their accounting and reporting 

methods to accommodate the special requirements of Medicare. They are 

. . . beginning to realize that accounting, statistical and 
other managerial information must be present and must be used 
not only with relation to Medicare reimbursement but also in 
the general management and direction of the hospital. . . .29 

The absence of appropriate procedures for cost finding and re

porting being practiced in hospitals has lead to increased confusion 

and misunderstanding; and, as a result, proper financial reporting 

for voluntary not-for-profit, as well as proprietary, hospitals has 

become more important than ever before. As a minimum there are nor

mally three principal groups who have an interest in financial infor

mation, and to whom financial reports should be submitted: (1) The 

29 
William Freitag, "Using Medicare to Improve Hospital Business 

Management," Management Controls, June, 1968, p. 132. 

27 
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board of trustees, and (2) management and staff, for internal report

ing, and (3) outsiders (creditors, government, the public) for ex

ternal reporting. The American Hospital Association in its Statement 

on the Financial Requirements of Health Care Institutions and Serv

ices included this admonition: 

Health care institutions have an obligation to disclose to 
the public evidence that all their funds are being effectively 
utilized in accordance with their stated purpose of operation. 
Such disclosure will be deemed to have been made if financial 
statements are made available on request to those with a legiti
mate interest in this information. These financial statements 
should be prepared in accordance with generally accepted account
ing principles consistently applied, and should be accompanied 
by the stated opinion of an independent public accountant as to 
their fairness.30 

Another source has succinctly stated the requirement for report

ing to the public as follows: 

Unlike commercial enterprises, relatively few hospitals 
widely circulate published annual reports to the general public. 
Of those reports circulated, many are restricted to the general 
hospital audience, and some do not contain financial statements. 
, . . [However,] an uninformed public is a distrustful public. 
It is therefore incumbent on hospital management to disclose, in 
published annual reports to the public, as much financial infor
mation as possible, always bearing in mind that it should be use
ful and not misleading.31 

As the revolution in financial reporting occasioned by Medicare 

is still being waged, and as Medicare requirements are continually 

changing as evidenced by annual legislative enactments and by constant 

revisions to the Health Insurance regulations, it will be extremely 

30 
American Hospital Association, Statement on the Financial Re

quirements of Health Care Institutions and Services (Chicago: Ameri
can Hospital Association, 1969), p. 24. 

31 
John P. Quinn, "Financial Reporting for Voluntary Hospitals," 

Price Waterhouse Review, Summer, 1970, pp. 24-25. 
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difficult, if not impossible, to assess the total impact of Medicare 

on hospital financial reporting practices at any moment of time. Com

prehensive health planning for the entire population, incentive reim

bursement, area-wide planning, changes in coverage, et cetera, are but 

a sampling of the current discussion topics that might evoke change. 

However, an attempt will be made to discuss the most important aspects 

of financial reporting as affected by Medicare, whether the reporting 

practices are directly required by Medicare, or whether or not im

proved reporting practices would result only indirectly from Medicare. 

Adoption of the Accrual Basis of Accounting 

A specific requirement of Medicare is that cost data used to sup

port Medicare reimbursement must be based on "the accrual basis of 

32 

accounting," which is recognized as the most accurate basis for de

termining costs, and the matching of costs with revenues. However, 

the provider is not required to maintain the records on a full accrual 

basis except at the end of the reporting period; and for those provid

ers who desire to continue the cash basis of accounting in their books, 

the accruals may be made as worksheet adjustments. Under the accrual 

basis of accounting, revenue is recognized when it is earned, regard

less of the time of collection; and expenditures or liabilities for ex

penses are recognized when they are incurred, rather than when they 

are paid. That is, accrual accounting emphasizes the point of earning 

revenues, and the point of incurrence of expenses, irrespective of 

the flow of cash between the hospital and other parties. 

32 
Principle of Reimbursement # 2-3, Supra, p. 24. 
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In and of itself, this requirement does not seem too radical; 

however, the full significance of accrual accounting may be best 

understood when one considers the fact that a ". . . vast majority 

of hospitals and nursing homes were on the cash basis prior to 

33 
July 1, 1966 . . . " when Medicare went into effect; and many are 

still on the cash basis except for year-end reporting when the nec

essary accrual adjustments are made. 

It would seem that the nature of assets, liabilities, revenues, 

and expenses, which are essential in hospital accounting, would pro

hibit the use of the cash basis as a generally accepted principle of 

accounting. The accrual basis of accounting is strongly recommended 

by the American Hospital Association: 

For most management purposes, the cash basis of accounting 
is, at best, incomplete and misleading as a method of accumulat
ing and reporting financial data. . . . The system produces an 
operating statement that is little more than a summary of cash 
receipts and disbursements, and a balance sheet that fails to 
include all of the hospital's assets and liabilities. 

In order to provide the necessary qualities of completeness, 
accuracy, and meaningfulness in accounting data, the accrual 
basis of accounting is strongly recommended. . . .34[Emphasis 
supplied.] 

The accounts having the greatest effect on the hospital's bal

ance sheet and income statement as to the fairness of presentation 

are accounts receivable, from inpatients as well as those who have 

33 
Robert A. Peyroux, "The C.P.A. and Medicare," Louisiana Certi

fied Public Accountant, November, 1967, p. 14. 
34 
American Hospital Association, Chart of Accounts for Hospitals 

(Chicago: American Hospital Association, 1966), pp. 15-16. Accrual 
accounting is listed as one of the many principles of accounting out
lined in Chapter 2 of the manual and attached as Appendix A, infra. 
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been discharged, versus revenues; accounts payable versus assets re

ceived or expenses incurred; fixed assets versus the related depreci

ation expenses; and inventories such as drugs, operating supplies, 

foodstuffs, et cetera. Of particular significance are the receivables 

from inpatients, since there are seemingly many providers who do not 

record the receivable until such time as the patient is discharged 

from the hospital. Without the accrual of these major items, the 

financial position of the hospital would be materially misrepresented, 

and the exception would have to be reported by the independent auditor. 

There are numerous lesser items, such as prepaid expenses, that should 

have accrual adjustments; however, they may or may not materially 

affect the financial position if they were overlooked. 

The accrual basis of accounting also facilitates the preparation 

of comparative statements that will reveal trends and indicate those 

areas requiring possible corrective action. It suggests less empha

sis on appropriation control of expenses and more emphasis on control 

through cost data. Financial statements prepared on the cash basis 

are useful for limited purposes; however, 

. . . . they do not report all that is practical and feasible 
concerning financial position and results of operations. The 
way to more informative disclosure is through a more extensive 
use of the accrual basis and through preparation of statements 
naturally evolving from its use. . . . Even if accrual determina
tion of revenues is unimportant [for example, in a tax supported 
operation], costs are still of critical importance; and the accrual 
basis makes cost calculations sharper and more significant.35 

35 
Emerson 0 Henke, Accounting for Nonprofit Organizations (Bel

mont, Calif: Wadsworth Publishing Co., 1966), pp. 121-122. 
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Thus, the use of the accrual basis of accounting is a "must" require

ment for all hospitals--not only as a mandatory requirement by Medi

care, but also to make all other financial reporting practices more 

meaningful. 

Implementation of Fund Accounting Procedures 

A quarter-century ago Dr. Malcolm T. MacEachern, a renowned 

authority in hospital administration published his second edition of 

Hospital Organization and Management--a book referred to by many as 

the "bible" for hospital administration. In his book Dr. MacEachern 

had this to say: 

It is of the utmost importance that uniform accounting be 
adopted by hospitals. At the present time it is extremely dif
ficult to arrive at fair comparisons of costs and other statis
tics because of the wide variation in methods of accounting in 
different hospitals.3o 

This general lack of uniformity of accounting systems in hospitals 

has been deplored by more and more authoritative people in hospital 

administration over the years. They have challenged hospital manage

ment to adopt a system of uniform accounting as well as chiding man

agement about the existing inadequacies. 

Leading the efforts towards the promotion of uniformity in hos

pital accounting, the American Hospital Association published a set 

of "generally accepted accounting principles" for hospitals. Appen

dix A, and a Uniform Chart of Accounts for hospitals in its 1940 

manual. Hospital Accounting and Statistics. These guidelines have 

Malcolm T. MacEachern, Hospital Organization and Management, 
2d ed. (Chicago: Physicians Record Co., 1946), p. 733. 
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since been revised and updated several times and are now published in 

one of the association's major manuals in the hospital financial man-

37 
agement series. Chart of Accounts for Hospitals. Together, these 

guidelines form what is known as "Fund Accounting." 

Medicare does not specifically require uniform or "Fund" account

ing; however, it would seem that the advantages to be gained from 

fund accounting would be sufficient incentive for the adoption of 

fund accounting. Some of these advantages are: 

(a) [It] . . . promotes vertical [intra-institutional and 
interperiod] and horizontal [inter-institutional] comparability 
of data and procedural consistency. 

(b) [It provides] . . . a set of uniform definitions for 
terms, services, and facilities. 

(c) [It provides] . . . uniform accounting procedures for 
the measurement of income, the valuation of inventories, the 
allocation of indirect costs, the depreciation of capital 
assets, etc. 

(d) [It is a] . . . system that promotes an adequate and 
periodically updated method for determining reimbursement rates 
based on cost information supplied by many institutions and not 
by a few institutions through some sampling technique. 

(e) [It] . . . expedites the audit function; for auditors 
familiar with the uniform system can perform a more efficient 
and less expensive audit.38 

The objective of fund accounting is not the determination of net 

profit as is the case in commercial accounting; rather, it is the 

separation of accounts into self-balancing groups, with each group 

representing specific resources available for limited described pur

poses. There are normally four major groups of accounts, namely: The 

37 
American Hospital Association, Chart of Accounts for Hospitals 

(Chicago: American Hospital Association, 1966). 
38 
John W. Buckley, "Medicare and Accounting," Accounting Review, 

January, 1966, p. 79. 
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General Fund, the Temporary Fund, the Endowment Fund, and the Plant 

Fund. Thus, each distinct phase of hospital activity is recognized 

and accounted for separately, and " . . . as a result, fund account-

39 
ing makes for better reporting than does commercial accounting." 

Further, " . . . the fund concept recognizes the fiduciary capacity 

in which the non-profit hospital acts, whereby it holds, operates, 

and perpetuates certain assets in the public interest." For fair

ness of presentation, it would seem that stewardship reporting would 

require a reporting to the public on the use of specific resources 

in the event such resources were subject to external restriction as 

are many grants, donations, and endowments to hospitals. 

A major problem in hospital financial reporting practices is 

the reconciliation of the "dollar accountability" of fund assets 

with "operational accountability" as management evaluates alterna

tives for the utilization of scarce resources. Seemingly, the ulti

mate purpose of fund accounting is to provide all interested parties 

with data bearing on the "dollar accountability" representing the 

fiduciary responsibilities attached to specific assets, as well as 

reporting on the "operational accountability" for the resources for 

the entity as a whole. Thus, it would appear that hospital manage

ment would desire fund accounting to help them in fulfilling their 

fiduciary responsibility, and to facilitate planning, directing, 

39 
V. G. Edmondson, "In Defense of the Principles of Hospital 

Accounting," Hospital Accounting, November, 1966, p. 7. 
40 
G. W. Tonkin, "Generally Accepted Accounting Principles for 

Hospitals," Hospital Accounting, November, 1966, p. 4. 
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controlling, and evaluating, the way the hospital's scarce resources 

are utilized. 

Also, " . . . the fund concept isolates and focuses attention 

upon working capital for the benefit of the hospital administration 

42 
and governing board. . . . " This is particularly important when 

the hospital is experiencing financial difficulty as a result of in

adequate working capital, or, particularly, insufficient operating 

cash. 

Admittedly, there has been an increasing trend toward the adop

tion of fund accounting by hospitals over the past two decades, par

ticularly by the larger and more sophisticated hospitals in metro

politan and suburban areas; however, the management in a majority of 

the smaller proprietary and voluntary non-profit hospitals had seem

ingly ignored the advantages to be gained from fund accounting and had 

taken little or no action to implement fund accounting prior to Medi

care. 

Since Medicare does not require fund accounting, an uninformed 

trustee, administrator, or even controller of a hospital, or anyone 

who has taken only a cursory look at the principles of reimbursement, 

might not expect that Medicare would have an effect on the accounting 

techniques employed, whether fund accounting or otherwise. However, 

a closer look at the principles of reimbursement reveals the advisa-

41 
American Accounting Association, Committee on Accounting Prac

tices for Not-for-Profit Organizations, op. cit., pp. ii-2. 
42 
Tonkin, op. cit., p. 4. 
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bility of close adherence to fund accounting methods, and the poten

tial effects of certain of these principles on fund accounting, par

ticularly in the areas of accounting for contributions, grants, et̂  

. • 43 
cetra, for interest expense, and for research costs. 

Principle of Reimbursement 1-2, relating to interest expense, 

states " . . . necessary and proper interest on both current and capi

tal indebtedness is an allowable cost. . . . " However, the allow

able interest expense must 

be reduced by investment income except where such income is from 
gifts and grants, whether restricted or unrestricted, and which 
are held separate and not commingled with other funds. . . . 
[Further, interest] income from funded depreciation or provider's 
qualified pension fund is not used to reduce interest expense.^5 

However, the interest expense that is paid on funds borrowed intern

ally from donor-restricted funds, the funded depreciation account, or 

the provider's pension plan is an allowable expense. Thus, the infer

ence is that the provider should fund depreciation, keep donor funds 

separate from all other funds, and when borrowing is needed, to borrow 

these funds and pay interest on them internally. 

With respect to Principle of Reimbursement l-5--Research Costs, 

costs incurred for research purposes, over and above usual patient 

care, are not includable as allowable costs; 

43 
William Freitag, "Grants, Donations, Fund Accounting, and 

Medicare," Hospital Accounting, June, 1966, pp. 33, 35. 
44 

Supra, p . 21 . 
45 

U. S. Department of Health, Education & Welfare, Social Secur i ty 
Admin i s t ra t ion , P r i n c i p l e s of Reimbursement, op. c i t . , par . 405.419, 
( b ) , (2) ( i i i ) . 
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But, where research is conducted in conjunction with and as a 
part of the care of patients, the costs of usual patient care are 
allowable to the extent that such costs are not met by funds pro
vided for the research; . . . however, studies, analyses, surveys, 
and related activities to serve the provider's administrative and 
program needs, are not excluded as allowable costs. . . .^^ 

In view of the above, it seems the provider, when research grants are 

anticipated, would do well to assure itself that grants received for 

pure research would be sufficient to cover all, or the maximum extent, 

of the costs of that research since any costs paid for pure research 

from other hospital funds are not allowable costs. The line of demar

cation between patient research and pure research is not clearly de

fined, and substantial judgment is needed to separate the two areas for 

maximum allowable reimbursement. Further, the hospital would do well 

to provide adequate fund accounting for the grants, as the discussion 

in the next paragraph will indicate. 

As to Principle of Reimbursement 1-6, Grants et cetera, 

Unrestricted grants, gifts, and income from endowments should not 
be deducted from operating costs in computing reimbursable costs. 
Grants, gifts, or endowment income designated by a donor for pay
ing specific . . . operating costs should be deducted from the 
particular operating cost or group of costs.^' 

Interpreting this principle, it appears that any operating costs which 

are paid by any grants or donations made specifically for that purpose 

must be excluded from the allowable cost; whereas, the grant or dona

tion, if unrestricted as to its use, may be used for operating costs 

without jeopardizing the allowable costs. To put it another way, to 

^^Ibid., par. 405.422 (a), (b) (2). 

Ibid., par. 405.423 (a). 
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the extent that donors give funds to the hospital for specified allow

able operating costs, they are indirectly paying the costs that Medi

care would otherwise pay. Seemingly, administrators would do well to 

inform the hospital's would-be donors of this provision in the law and 

in effect steer the donors away from specifying the use of the contri

butions for operating purposes. 

Thus, even though Medicare does not specifically require fund 

accounting, there is an impact on fund accounting in the implied 

methods of accounting for the handling, and use of grants, donations, 

et cetera, and the maximization of Medicare reimbursement thereby. 

Use of Financial Reporting for Internal Management 

Again, the Medicare Principles of Reimbursement as presently 

written do not specifically require any internal reporting for the pur

poses of decision making, nor for performance measurement. However, in 

the development of the procedures necessary to accumulate the finan

cial and statistical data required to support the cost finding for 

Medicare reimbursement, many weaknesses in the organization structure, 

systems, procedures, and quality of business management personnel pres

ent in hospitals have been brought to light. In many cases hospitals 

have found it necessary to implement managerial accounting procedures 

normally followed by industry generally but which have previously 

been ignored by hospital management. One researcher, in the conduct 

of his research for his doctoral dissertation, "Financial and Statis

tical Reports for Administrative Decision-Making in Hospitals," found 
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that " . . . management by exception was not applied in any of the in

stitutions represented in the interviews, and there was only limited 

48 
application of responsibility reporting. . . . " The managerial 

accounting procedures alluded to above include, but is not necessarily 

limited to, many of the following: Budgeting, internal control, cost 

standards, cost accounting, revenue analysis, management by exception, 

analysis of the rate structure, direct costing, et cetera. 

The purpose here is not to discuss the techniques of these man

agement accounting procedures, as they are adequately covered in the 

various manuals in the hospital financial management series published 

by the American Hospital Association, and numerous reference books on 

managerial accounting, cost accounting, et cetera. The discussion 

here will focus on the Medicare Reimbursement Principles as they im

pinge, though indirectly, on the aspects of internal management con

trol or responsibility accounting. 

The Influence of Medicare Audits 

One major Medicare factor that bears on the hospital's internal 

control system is the required Medicare audit of the cost reimbursement 

report. The annual audit of the hospital's cost reimbursement report 

may vary in scope from a desk review to a full-scale, on site audit of 

the provider's records and facilities. When the full-scale audit is 

made, one of the by-products of the audit is the management letter 

that the auditor must issue to the intermediary. This management 

48 
Charles T. Andrews, "Reports that Aid Decision-Making," 

Hospital Accounting, June, 1968, pp. 3-4. 
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letter, the contents of which will be made available to the hospital 

administrator in the exit interview, 

should contain any suggestions for improvements in the provider's 
accounting and internal control system which the auditor deems 
necessary or desirable for the development of reliable cost data. 
. . . The inclusion of suggestions for improvement is especially 
important where the related audit report contains a qualified 
opinion or a disclaimer of opinion.'^^ 

This audit requirement by Medicare is seemingly an extension of 

the generally accepted auditing standards of the American Institute of 

Certified Public Accountants. Specifically, the standard of field work 

with respect to internal control: 

There is to be a proper study and evaluation of the exist
ing internal control as a basis for reliance thereon and for de
termination of the resultant extent of the tests to which audit
ing procedures are to be restricted.50 

The auditor's review of the hospital's internal control proced

ures is probably the most important aspect of his examination, as he 

should place emphasis on the competence of the internal control sys

tem to generate reliable financial and statistical information that 

is applicable to Medicare cost reimbursement. That is, his review 

should not only cover those general factors as key personnel, organi

zation chart, flow charts, internal reports, and systems and procedures 

49 
Dept. of Health, Education and Welfare, Social Security Admin

istration, Audit Program for Hospitals under the Health Insurance for 
the Aged Act, Title XVIII, Short Title, Health Insurance Manual, HIR-16 
(Baltimore: U. S. Dept. of Health, Education, 6e Welfare, Social Secur
ity Administration, October, 1967), p. 4. 

American Institute of Certified Public Accountants, Committee 
on Auditing Procedure, Statement on Auditing Procedure, No. 33 (New 
York: American Institute of Certified Public Accountants, 1963), p. 6. 
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within the accounting office; but he should specifically cover those 

procedures that relate directly to the cost reimbursement report, such 

as, system for originating and recording charges, procedures for 

patient billing, internal control over statistics, accounting and re

porting for provider-based physicians, et cetera. The required extent 

of the review of internal control is further extended and covered in 

greater detail in the recent publication of the Medicare Audit Guide 

by the American Institute of Certified Public Accountants. In the 

Medicare Audit Guide the emphasis on internal control is even more 

direct and straight to the point: 

A key element of internal control is an effective budgeting 
and responsibility reporting system which is co-ordinated with 
the provider's organization structure. Where such a system is 
not being utilized, the independent auditor should give consider
ation to recommending its installation.52 

Why all the fuss about internal control and responsibility 

accounting? Apparently too many hospitals have failed in the Medicare 

requirement of proving adequate accounting and statistical data to sup

port the reimbursement for services provided to Medicare patients. 

Adequate data connotes reliability, accuracy, and sufficient volume to 

support the purposes for which the data was intended; but experience 

has proven the inadequacy of the supporting data. Donald R. Riordan, Sr., 

Controller, Wisconsin Blue Cross, in the fall of 1968--two full years 

after Medicare became effective--had this to say: 

American Institute of Certified Public Accountants, Committee 
on Health Care Institutions, Medicare Audit Guide (New York: American 
Institute of Certified Public Accountants, 1969). 

Ibid., p. 7. 



42 

In spite of the publicity [after two years] many facets of Medi
care are little known and understood even less. . . . A few hos
pitals have not filed their first cost report. The percentage of 
cost reports able to pass even a preliminary desk audit was so 
small that it was unbelievable. . . . It was learned that many 
[hospitals] had not accumulated all the necessary information. 

As a result of desk audit procedures, the Intermediary re
turned many cost reports for correction. Some simply did not add 
up; others showed differences in figures carried from one page to 
another; some were prepared on a cash basis; some . . . did not 
contain required, pertinent information; some were obviously wrong, 
with figures disproportionately high or low to Medicare revenue.53 

Even as late as August, 1970, a large percentage of the first year 

cost reimbursement reports in Texas still had not been cleared by the 

Intermediary auditor for the same or similar conditions according to 

Adrian Alter, CPA, Partner, Ernst & Ernst, Dallas, Texas, and auditor 

54 
for Blue Cross of Texas, Intermediary for Medicare. 

This evidence seems to support the conclusion that the perform

ance of many hospitals in providing the necessary cost data leaves 

something to be desired. Possibly, that needed something is improved 

responsibility accounting and internal control in hospitals. Either 

directly or indirectly, it appears that hospital management will be 

compelled to recognize the value of a sound system of internal control, 

and to implement those managerial accounting techniques necessary to 

support the cost finding requirements of Medicare. 

53 
Donald R. Riordan, Sr., "Medicare after Two Years," Wisconsin 

CPA, Fall, 1968, p. 16. 
54 
Adrian Alter, CPA, Partner, Ernst & Ernst, Dallas, Texas, 

Personal Interview, August 11, 1970. 
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The Influence of Proposed Legislation--Incentive Reimbursement 

In the enactment of the Medicare law, and the implementation 

of the Medicare program. Congress and the Federal agencies apparently 

made a fallacious assumption that the hospital industry was as mature 

and sophisticated in business management as it has been in scientific 

research and patient care matters. This statement is made with refer

ence to the elusive term "reasonable costs" in the law and regulations 

as the basis for reimbursement. One of the prime purposes of the Medi

care audit is to determine that the provider is reimbursed for "reason

able costs" of providing care to the Medicare patient; however, the 

Social Security Administration has not as yet given a specific defini

tion to the term to guide the auditors in their examination. The spe

cific costs, allowable and non-allowable, have been fairly well spelled 

out in the Principles of Reimbursement, but whether or not the costs 

are reasonable is anyone's guess. All that matters in the current 

regulations is "Are the costs supported by adequate accounting and 

statistical data?" . . . "The result is that no one is able to evalu

ate independently whether or not the proposed 'reasonable cost' basis 

of reimbursement is equitable. . . ." 

In commercial business enterprises, the profit motive is the in

fluencing factor; and, as one author states the situation. 

The consumer and his money serve as the tools for planning the 
system, regulating prices, determining the products to be offered, 
and deciding which firms will survive and which will not. 

William Freitag, "Medicare and Hospital Management," Southern 
Hospitals, January, 1968, p. 29. 
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No such phenomenon exists in the hospital field. . . . Blue 
Cross plans and the government pay hospitals on a formula basis 
that ensures payment for costs. When hospital costs increase, 
these increases are automatically covered by the formula. . . . 
There is, therefore, no financial incentive for the hospital to 
cut costs or even attempt effective cost control programs.56 

Other authors have made similar incriminating comments: 

Given the almost total lack of economic incentives for effi
cient hospital operation, including the present system of third 
party reimbursement, hospitals, for the most part, are not 
strongly motivated to reduce their costs.57 

Another comment: 

Establishing rates has generally been a matter of judgment 
on the part of hospital management with no true consideration of 
unit cost. The most widely used methods are "what the traffic 
will bear" or "what Hospital X down the street is charging for 
the same service." By using these methods, room, board, and 
nursing service rates are set below cost, and ancillary service 
charges are established above cost.5° 

Economist Gerald Rosenthal of Harvard University has summarized 

the net result: 

The payers exercise little control over prices and offer 
little or no resistance to increases. . . This automatic "cost-
pass-through" from hospital to payer, together with the decreased 
relevance of the price to the patient, provides a basis for the 
considerable inefficiency of the hospital system as a whole.59 

Lawrence A. Hill, "Internal Control," Hospitals, March 1, 
1970, pp. 38-39. 

George Kreuzberger, "For Hospital Costs," Lybrand Journal, 
Vol. 5, Nos. 3 fie 4, 1969, p. 36. 

58 
Folmer F. Christensen, Jr., "The New Challenge--Negociated 

Reimbursement," Hospital Financial Management, March, 1969, p. 30. 
59 
Herman M. and Anne R. Sommers, Medicare and the Hospitals, 

Issues and Prospects (Washington: The Brookings Institute, 1967), 
p. 192, quoting Gerald Rosenthal, "The Public Pays the Bill," The 
Atlantic, July, 1966, p. 109. 
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Thus, the higher the costs, whether due to justifiable reasons, 

or due to pure inefficiency and overstaffing, the higher the reimburse

ment. Unfortunately, the reimbursement formula currently in use does 

not provide a premium for efficiency, nor does it penalize the hospital 

for inefficiency. In effect, prudent management that cuts costs is 

penalized for efficient management through the reduced reimbursement. 

Hence, the absence of upper limits to the cost spiral stands out con

spicuously as one major area that needs drastic improvement, notwith

standing the fact that many of the factors causing the cost spiral are 

justifiable. For example, the increased cost of hospital labor when 

the wage and hour law became mandatory in the health care industry, 

and fantastic medical technologies and equipment are seemingly a jus

tifiable part of the rocketing costs. 

The dramatic increases in costs since the advent of Medicare 

have been highly publicized, and many doubts have been raised about 

the efficiency of hospitals; however, the outcry has not been ignored. 

Immense concern has been expressed over the last five years about the 

rising costs; and currently increased attention is being focused on 

the reimbursement system. In November, 1967, the report to the Presi

dent from the National Advisory Commission on Health Manpower reported 

that: 

The nature of hospital-governing structures usually makes 
effective control over hospital costs very difficult, and reim
bursement of hospitals on the basis of costs places no penalty 
on wasteful operation. . . . If cost-saving innovations, intro
duction of modern management techniques, and technological change 
encouraged by properly designed incentives [emphasis supplied] 
could reduce the annual rate of increase by 2 percentage points. 

X T^J^ 
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it would result in an annual saving of $5 billion by 1975. . . . 
If the needs for health care are to be met, the health care sys
tem must be organized to employ its resources with more wisdom 
and effectiveness.60 

At about the same time in 1967, Congressional interest in devel

oping reimbursement methods that would provide incentives to effi

ciency and economy while supporting high quality services led to the 

authorization for the Secretary of Health, Education, and Welfare to 

experiment with alternative incentive methods of reimbursement in the 

1967 Amendments to the Social Security Laws. Following the enact

ment of the 1967 Amendments, the Social Security Administration early 

in 1968 issued guidelines for incentive reimbursement experiments, and 

concurrently solicited early submission of proposals from potential 

experimenters. Within a few months numerous proposals were received 

by the Social Security Administration; and from these proposals the 

Honorable Wilbur J. Cohen, Secretary of Health, Education, and Welfare 

announced the approval of four proposals in the federally sponsored 

effort to reduce health care reimbursement costs. Many proposals 

were denied, and many are still in various stages of review within the 

Department. Of the four approved experiments, one will attempt to re

strain costs by improving management practices through cost comparisons 

Report of the National Commission on Health Manpower, op. cit., 
as quoted by George Kreuzberger, op. cit., p. 30. 

U. S. Congress, House, Social Security Amendments of 1967, 
P. L. 90-97, Sec. 402, as cited in Medicare and Medicaid Guide (Chicago 
Commerce Clearing House, 1970), par. 13750. 

"HEW Secretary Approves Four Proposals for SSA-Sponsored Pay
ment Experiments," News, Hospitals, November 16, 1968, p. 115. 
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and consultations, one will test a per capita reimbursements covering 

all medical, home care, and institutional services, and two will test 

the effectiveness of specific reimbursement formulas where target 

rates are established. 

The four carefully designed experiments, as approved by the 

63 
Secretary are: 

(1) The Maryland Program, an existing on-going program, con

ducted by the Hospital Cost Analysis Service, Inc. of Maryland, will 

proceed through four steps: (a) Review and compare the costs of all 

the participating voluntary hospitals in Maryland; (b) Determine which 

hospitals have high costs because of inefficiency or poor accounting 

practices; (c) Suggest methods for cost reduction in the high-cost 

hospitals; and (d) Establish maximum rates that Medicare and other 

Third-parties will pay--maximums that are realistic where good manage

ment practices are followed. 

(2) The Connecticut Program, conducted by the Connecticut Hos

pital Association, is to establish departmental target reimbursement 

rates for hospitals in Connecticut. The rates for each voluntary par

ticipating hospital are established by a rate approval board appointed 

by the state hospital association, and once approved by the Blue Cross 

Intermediary, the plan will provide incentive payments for achieving a 

lower rate than the target and penalties for exceeding the target rate, 

the penalty being the disallowance of cost in excess of the target rate 

63 
Medicare and Medicaid Guide (Chicago: Commerce Clearing House, 

1970), par. 13760. 
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This plan encompasses a performance budget, and emphasizes labor per 

unit of measurable output--pounds of laundry, cost per meal, et cetera. 

(3) The New York Hospital Plan, sponsored by the Greater New York 

Hospital Association together with the Blue Cross Plan of New York, is 

to establish an inpatient per diem target rate for reimbursement to 

each voluntary participating hospital. The target is proposed by the 

hospital; and, once approved by Blue Cross, the plan provides for bon

uses for achieving a per capita rate lower than the target, and penal

ties if the actual inpatient costs exceed the target rate. 

(4) The fourth plan is sponsored by the Health Insurance Plan of 

Greater New York. Under this plan, the hospitals providing services 

to members of the Plan will be reimbursed on a negotiated capitation 

basis covering the costs of all medical, home care, and institutional 

services covered by Medicare. Under the plan, the hospital receives 

no reimbursement if the amount of in-hospital services provided is re

duced in order to cut costs, and no more reimbursement if the patients 

are kept in the hospital longer than specified in the negotiated basis. 

Final results and cost estimates of these plans are still in the 

development stage. Although the literature reviewed mentioned spe

cific budgeting procedures in only one of the plans, it appears that 

all plans would encompass budgeting and good internal control proced

ures. Not included in the approved experiments listed above are two 

other existing systems which are being studied by the Social Security 

Administration. One is a system of negotiated charges now in use by 

the Indiana Hospital Association and Mutual Insurance, Inc., (Blue 
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Cross), jointly. The other study will compare the Kaiser Foundation 

Health Plan, Oakland, California, system with other systems. The 

Kaiser Plan is not too dissimilar to the Connecticut plan wherein it 

measures the manhours of labor per various units of output (patient 

days, meals served, pounds of laundry processed, et cetera), and 

deals directly with the internal control and efficiency in the hospi

tal. As mentioned earlier, several other plans are still being stu

died by the Social Security Administration for possible experimenta

tion later. 

The die is cast; prospective payments seem certain. It is now 

only a question of When? While the results of the approved experi

ments are still pending, the Secretary of H.E.W. has speeded up his 

timetable toward the adoption of a prospective approach to reimburse

ment on a national basis. In February, 1970, the Honorable John 

Veneman, Undersecretary of H.E.W., appeared before the Senate Finance 

Committee and suggested changes in the law to require the 

development of budgets for hospitals through negotiation, the 
establishment of target reimbursement rates based on known costs 
for past periods, and actual negotiation with providers by classes 
of comparable size and scope.6^ 

Mr. Veneman had this to say: 

The time has come that we should now move as quickly as possible 
toward the change. . . . [Advance rate setting would challenge 
hospitals to] stay within the limits of known reimbursement to be 
received and the provider would share in savings that come from 
economies that are achieved through effective management. Thus 

64 
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economic incentives for efficiency and economy in the rendition 
of services would for the first time be introduced into the pro
gram's method of payment.65 

Later in the year when Congress was working on the Social Secur

ity Amendments of 1970--H. R. 17550, introduced May 11, 1970--the 

Health Insurance Benefits Advisory Council (HIBAC) submitted its 

first annual report to Congress. Several of the recommendations made 

by the Council in its report with respect to Medicare are: 

That the Department's [HEW] incentive reimbursement experiment 
authority be expanded, that reimbursement under Medicare be co
ordinated with the findings of health facility planning bodies, 
that payment for health services on an advance capitation basis 
be facilitated, and that the Secretary be authorized to termi
nate or suspend Medicare payments to suppliers of health serv
ices found guilty of program abuse.66 

All these recommendations are supported by the Administration 

67 

and are embodied in the pending legislation. For example, the "rea

sonable cost" section of the law is changed to read: " . . . the rea

sonable cost of any services shall be the cost actually incurred, ex

cluding therefrom any part of incurred cost found to be unnecessary 

68 
in the efficient delivery of needed health services. . . . " (Change 

underscored.) 

Ibid., quoting the Honorable John Veneman, Undersecretary of 
H.E.W. at an appearance before the Senate Finance Committee in Febru
ary, 1970. 

Medicare and Medicaid Guide, op. cit. Bi-weekly Report No. 27, 
November 3, 1970, p. 1. 

Ibid. 

U. S. Congress, House, Social Security Amendments of 1970, 
H. R. 17550 Bill Sec. 223(a), (as introduced May 11, 1970) as repro
duced in Medicare and Medicaid Guide, op. cit., CCH Special No. 2, 
May 14, 1970. 
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Thus, the prospect of some form of negotiated reimbursement will 

soon be a reality. The hospital industry must accept the challenge 

or face the consequences of having to accept a reimbursement method 

that will not provide the necessary funds to survive. The adoption 

of a sound system of internal controls and responsibility accounting, 

and its concomitant reporting practices can no longer be ignored by 

hospital management. 



CHAPTER III 

THE REIMBURSABLE COST REPORT: THE FOCAL POINT OF 

THE IMPACT ON FINANCIAL REPORTING PRACTICES 

A necessary part of participation in the Medicare program is the 

filing of the annual reimbursable cost report. Although it is filed 

annually, this report requires continuous planning and forecasting 

throughout the year to obtain maximum possible reimbursement. Reim

bursement under the Medicare program is based on the cost of provid

ing services to Medicare patients, but it is not entirely governed by 

these costs. Two hospitals with identical operating costs and iden

tical services rendered to Medicare patients would very likely re

ceive different Medicare reimbursement amounts. If a hospital fails 

to obtain its equitable Medicare reimbursement within the allowable 

cost structure, it places an unfair burden on other patients who must 

make up the difference. 

It is the combination of complex Medicare reimbursement princi

ples, and the pressure of "leveling off" the continuing cost spiral 

in the hospital industry that makes it imperative that the hospital 

management team accept the challenges presented by Medicare. The 

management team must realize the total impact of Medicare on its re

porting practices, and take such actions as are necessary and appro

priate within the framework of the Medicare program in order to pro-

52 



53 

mote the best interests of the hospital and the interests of those 

to whom hospital services are rendered. 

In May, 1966, the management of the Hospital Topics magazine 

assembled a group of seven persons experienced in hospital financial 

affairs for the purpose of holding a panel discussion on the topic, 

69 
"Medicare Reimbursement Formula: Can Hospitals Live with It?" In 

their discussion the panelists expressed mainly doubts and fears 

interspersed with some optimism. A few of their pertinent comments 

will serve to emphasize their feelings as they attempted to answer 

such questions as: "Will the Medicare program alleviate some of the 

financial problems of hospitals--or add to them? and "Is the reim

bursement formula fair?" Their discussions also serve to emphasize 

the impact of the Reimbursable Cost Report and its related statements 

on the hospital's financial reporting practices. 

Henry P. Bunting, Assistant Director, Jefferson Medical College 

Hospital, Philadelphia, a former hospital consultant, and Controller, 

George Washington University Hospital, Washington, D. C., commented: 

What will be the impact of Medicare on hospitals, in general? 
That's like saying: How high is up? 

How will hospital record-keeping systems be affected? Will hos
pitals be forced to keep two sets of books, one for Medicare 
patients and one for all others?70 

69 
David H. Tarlow, e^. al̂ . , "Medicare Reimbursement Formula: 
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^^Ibid., pp. 52-53. 
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Pehr H. Anderson, Assistant Administrator, Salvation Army 

Booth Memorial Hospital, Flushing, N. Y., and former controller, 

Salem (Ohio) City Hospital, remarked: 

We have our own internal cost problems of trying to justify 
costs in the various areas; and for the various agencies. The 
[Medicare] cost formula, as I have been able to interpret it, 
just adds more nit-picking. 

What it all boils down to is that we're going to spend 
. . . many more dollars and . . . much more time trying to ac
count for the dollar than we're spending now--and be accused 
again of being less efficient than we are.71 

From John G. Steinle, head of a Garden City, New York, manage

ment consulting firm bearing his name, consulting editor of Hospital 

Topics, and former program director in the New York City and Boston 

Regional offices, U. S. Public Health Service, came these comments: 

While the immediate problems relate to the reimbursement prin
ciples . . . the indirect problems relate to the deficiencies 
of hospitals. . . . If we had sound, concrete, cost-accounting 
systems uniformly administered and accepted, the government 
would have been forced to accept these methods. 

. . . Use the old principle of "Ask for the sun, moon, and 
stars." Get it in someplace, and do the most reasonable ration
ale you can--and we'll argue about it post-audit. . . . That 
. . . is an axiom in dealing with government, and other reim
bursement agencies. 

. . . I would suggest . . . the costs be distributed along 
the departmental lines. . . . I think a preliminary estimate of 
time should be made as to where these people work, how much of 
their time is in surgery and how much in emergency, and so on, 
and that would be incorporated in a unit of cost in these vari
ous departments. . . .'2 

Ibid., p. 54. 

72 
Ibid., pp. 55, 61. 



55 

Gustav A. Killenberg, C.P.A., Senior Partner in a national 

C.P.A. firm specializing in the institutional field, and firm audi

tor for the American Hospital Association, said: 

. . . Considering . . . [Congress'] words "reasonable costs," 
we've got a new word now--we had direct costs; indirect costs; 
avoidable costs; imputed costs; true costs--now we have reason
able costs. . . [I] interpret "reasonable costs" as not the 
most inexpensive cost, nor an average cost per se, but within 
the area of actual cost--a reasonable determination of this. 
These alternates make little difference to . . . large hospi
tals that have all the accounting records. But what about the 
little hospitals that don't keep adequate accounting records? 
How do they get [fit] into the program? . . . . 

Looking at these principles, per se, I think they are work
able. . . .We've got something here that can be worked out. 

[But] let's take a little hospital that's kept its books on 
a cash basis--period! It's going to cost them more, no matter 
how you slice it, because in order to get the records they've 
got to some real accounting for a change. [Emphasis supplied.] 

We have a plan here that is not perfect by any means; a plan 
that's going to have to be changed, and changed probably very 
often, but still one that we can live with. . . .'3 

Albert 0. Davidsen, Executive Director, Christ Hospital, Jersey 

City, N. J., Trustee of the New Jersey Hospital Association, and 

chairman of the association's council on personnel administration, 

commented: 

I feel there should be one standard cost formula, and that 
deviations can be made without having to have two separate 
statistics, and actually two separate sets of books. 

One cost formula for all third-party payers. Particularly 
now, with Medicare patients. If we're going to get less money 
on ancillary services because the SSA says these patients do 
not use the ancillary services as much, then we should get more 
money from third-party payers whose patients use more ancillary 
services. . . . 

^^Ibid., pp. 56-57, 63. 
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. . . Patients over 65 need more bedside care, and that is 
not being taken into consideration. . . . They're taking out 
the things that are to their advantage, and we then are left 
holding the bag. . . . 

I don't know what the solution is, but there's no doubt 
that a "cost" formula puts a premium on waste and penalizes 
efficiency.74 

James C. Ingram, Vice-president, Blue Cross of Greater New 

York, member of technical advisory committee to the Social Security 

Administration on reimbursement for hospital inpatient services, and 

former director of Finance, New York University Medical Center, re

marked : 

I think there is something positive to be gained out of 
this program. Gus [Killenberg] said it was workable; [and] 
Jack [Steinle] was lamenting the inability of hospitals to de
velop cost finding methods. It's almost sinful, if I can use 
the word, that Social Security would adapt a 1957 publication 
of the American Hospital Association, incorporate it into its 
formulas, and then have the [same] American Hospital Association 
say to Social Security: "Our hospitals can't do this." This 
is almost unbelievable. 

. . . What [is] wrong with hospitals [is] that hospitals 
[have] never had to file tax returns. They have to file one 
now; and they have to do it on a uniform basis! 

We . . . look upon this formula basically as a further attempt 
by government to buy hospital services as inexpensively as pos
sible. There is a long, sad history in this country of this 
being done at all levels. 

The Social Security people . . . have characterized 
"charges" as being the customary charges made . . . to all 
patients. . . . 

There is nothing in the regulations of the law that says 
the charges must have a relationship to cost--but the charge 
must be made to every patient. Therefore, presumably, within 
the parameters set by Social Security, . . . abuses will inevi
tably creep into this program. As abuses creep in, regulations 

74 
Ibid., pp. 53-54, 57. 
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will become more intense and more complex, and loopholes will 
be closed. . . . This program invites abuse; it invites manipu
lation. . . .''5 

Finally, David H. Tarlow, C.P.A., financial consultant to hos

pitals, consulting editor of Hospital Topics, and panel moderator 

for this symposium, remarked: ". . .We trust that hospital person

nel will now recognize that the Medicare program aims to help and 

that the present formula is a first effort." 

These comments seem to point to some of the accounting problems 

that hospitals have faced and are facing, particularly to the prob

lems associated with the preparation of the cost reimbursement re

port and the justification of the costs reported therein. 

Accounting Records and Statistical Data Required 

for Cost Finding 

Medicare requirements have caused a tremendous increase in hos

pital accounting and financial reporting responsibilities. The first 

and foremost item among these reporting responsibilities is the year-

end preparation of the cost reimbursement report with its related 

cost finding schedules. The impact of Medicare on hospital reporting 

practices comes into perspective when it is realized that practically 

all hospitals in the nation must now file a cost reimbursement report 

supported by adequate cost finding and analysis, whereas when Medi

care was "born," " . . . only about 257o of them [had] routinely brought 

their accounting to this degree of refinement, . . . [and] current 

Ibid., pp. 58, 64. 

Ibid. , p. 60. 
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demands will require revision of their entire accounting system. 

. . . " Even if we assume that the accounting records which report 

dollar activity in the many cost centers of the hospital, were main

tained in a manner that assured reasonable accuracy, " . . . practic

ally no hospitals or at most relatively few hospitals record and re-

78 
port accurate statistical data related to the dollar activity." 

Prior discussions herein have indicated that no ceiling exists 

on hospital costs at the present; however, the Medicare law requires 

the reimbursement to be based on "reasonable costs," (not charges). 

The hospital desiring reimbursement must provide adequate financial 

and statistical data to support the claim, and the determination of 

the "reasonable costs" must be based on an approved method of cost 

finding and the accrual basis of accounting. The requirement for 

maintaining the accounting records on the accrual basis and the use 

of fund accounting for dollar accountability has already been dis-

79 
cussed, but in the discussion of the other factors relating to the 

accounting records and statistical data a brief glossary of some of 

the major reimbursement terms used in the discussion of the Cost Re

imbursement Report is considered appropriate. 

Gustav A. Killenberg, "Accounting Aspects of Medicare," New 
York Certified Public Accountant, November, 1966, pp. 837-833. 

78 
Benjamin 0. Nelson, "Medicare and Statistics," Hospital 

Accounting, June, 1966, p. 19. 

Supra, p. 29. 
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Glossary of Reimbursement Terms 

Departmentalization.--This is the segregation of the various 

functional activities of the hospital into logical functions as cost 

centers and revenue centers, and the identification and allocation 

of costs, expenses, and revenues to these functions by the account

ing process. This is accomplished by the use of the chart of ac

counts developed for each hospital, and by the separation of all 

income and expense in accordance with the chart of accounts. The 

American Hospital Association has provided a standardized Chart of 

Accounts for Hospitals in its manual bearing that title. 

Cost Finding.--This is the allocation or apportionment of the 

costs and expenses of the nonrevenue departments to the revenue pro

ducing departments on the basis of the statistical data that measure 

the amount of service rendered by each cost center to other cost 

and/or revenue centers. It is accomplished separately from the regu

lar accounting process at regular intervals--at least annually in the 

preparation of the cost reimbursement report for Medicare, and maybe 

at shorter intervals at the discretion of hospital management for 

managerial control functions. 

Statistics.--For hospital accounting this collective term is the 

collection and classification of facts on the basis of a relative 

number of occurrence--that is, facts that are stated in numbers--for 

the purpose of allocating costs to revenue producing departments for 

the cost reimbursement report. To be meaningful, statistics must be 

accumulated uniformly from period to period; and the quality of the 

allocations, in fact, the entire cost-finding process is dependent 
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on the quality of the statistics. It is important that the statis

tics used are appropriate for each allocation, and the basis chosen 

for each allocation should be the one that most accurately measures 

the proportionate amount of benefits received by the revenue depart

ments to which allocations are made. As to what statistical unit by 

activity to use in the allocation process, the American Hospital 

Association's Cost Finding and Rate Setting for Hospitals (1968) 

contains an excellent section on the definition of the statistical 

units commonly used in hospitals. 

Notwithstanding the directed use of statistical data for cost-

finding for Medicare cost reimbursement, statistics seemingly play 

a more important role in the overall operation of the hospital in 

providing the factual data, in quantitative terms, necessary to make 

effective management decisions. Some of these primary uses of sta

tistics in hospitals are: (1) to establish administrative control 

over functional activities; (2) to provide a basis for preparing 

operating budgets; (3) to render reports to governing bodies and 

outside agencies; (4) to provide a basis for distribution of ex

penses; (5) to provide a basis for the calculation of average income 

and costs per unit of service; and (6) to provide a basis for com

parison with other institutions. 

Charges.--These are the amounts billed to the patients and/or 

to third party payors for services rendered. Charges should be re

corded for all services rendered and all patients must be charged 

the same amount for similar services. If services are to be per

formed free of charge or at a discounted rate, the normal charge 
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should be recorded and the uncollected amount written off to an 

allowance account. Discounts and allowances granted to employees 

should be recorded in separate accounts since the hospital will be 

reimbursed for the cost of these services. 

Costs.--As far as Medicare reimbursement is concerned, this 

overworked word in the accountant's vocabulary refers to the pre

viously discussed, elusive term "reasonable costs" within the 

allowable and non-allowable cost limitations as outlined in the 

principles of reimbursement. 

The Medicare Log.--This is a listing of every Medicare patient, 

entered into the log according to admission date. Though its spe

cific use is not spelled out in any publication, it is a virtual 

necessity in filing an accurate cost reimbursement report. This log 

should include information to enable the preparer of the cost reim

bursement report to extract the number of Medicare days, the total 

charges to Medicare patients, the non-covered charges, any contrac

tual adjustments, deductibles and coinsurance amounts, and the amount 

received or receivable on each patient. It will be seen later that 

this log is the point of departure for many of the calculations in 

the cost reimbursement formula. 

Assuming the accounting records and statistical data meet the 

specific and implied requirements of Medicare, yield appropriate 

information for relating costs to charges, and produce the necessary 

information for managerial decision-making and control, the cost 

80 
Supra, pp. 20-24. 
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reimbursement formula to be used in the preparation of the Medicare 

cost reimbursement report may be considered. In preparing the re

port there are several steps that must be taken in the Medicare cost

ing process: (1) Accounting must be departmentalized; (2) Cost-

finding is necessary; that is, all costs must be distributed to rev

enue producing departments; (3) All charges made to Medicare patients 

must be separated for each department; (4) Total Medicare patient 

days must be determined; (5) The ratio of Medicare patients' charges 

to total charges, by department and/or in total must be determined; 

and (6) The percentage ratio obtained in step 5 is then applied to 

the total cost by department, or to the total costs of the hospital 

revenue departments, as appropriate, to arrive at the amount due the 

hospital for the "reasonable costs" of Medicare patients. 

Many, if not most, hospitals have found that Medicare's elusive 

definition of "reasonable costs" does not correspond with the hos

pital's definition and that Medicare reimbursement at times is less 

than that which sound financial management would require. Neverthe

less, hospitals can obtain maximum reimbursement for services ren

dered to Medicare patients within the established principles of reim

bursement for provider costs. Such efforts require a close scrutiny 

of the principles of reimbursement together with all interpretations 

and regulations. A brief look at some of the provider options avail

able to the hospital will serve to emphasize some of the problems 

associated with the selection of the options themselves, and the con

comitant impact of the preparation of the reimbursable cost report. 
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Basic Options of Providers of Service to 
Medicare Patients 

Since Medicare became law, there has been much debate about the 

adequacy of the reimbursement formula under Medicare. But whether 

or not the reimbursement under the principles of reimbursement is 

adequate to cover substantially "all" the costs associated with 

Medicare patients, and to generate sufficient funds to meet the hos

pital's total expenditures allocated to Medicare is not the point 

for discussion here. Rather, the purpose here is to analyze the im

pact of the existing principles of reimbursement on the actions taken 

or to be taken by the hospital in its efforts to comply with the re

quirements for the submission of the reimbursable cost report. Seem

ingly, any management team will attempt to maximize the recovery of 

costs or billed charges from all parties reponsible for payment for 

services rendered to patients, and that portion of the reimbursement 

not paid for by the government on behalf of the Medicare patients 

must, of necessity, be collected on a competitive basis from all 

other non-Medicare patients. It follows, then, that the management 

team would be inclined to maximize Medicare reimbursement within the 

allowable limits of the principles of reimbursement. 

The Medicare formula which covers "cost" can develop different 

4 

amounts of reimbursement depending on which provider options are 

selected and which method of calculating cost is used. The major 

options available to hospitals are discussed below. 
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Depreciation Options 

One of the major options available to the provider involves 

81 

depreciation. The principles of reimbursement state that depre

ciation on all assets acquired after December 31, 1965, must be 

based on cost, or the fair market value at the time of donation in 

the case of donated assets. However, straight-line or an acceler

ated depreciation method may be used. Accelerated depreciation 

under the double declining balance or the sum-of-the-years' digits 

method may be used on those assets acquired or contracted for prior 

to February 5, 1970; and for those assets acquired after August 1, 

1970, a declining balance method not to exceed 150 percent of the 

straight-line may be used. Further, the hospital could change 

methods prior to August 1, 1970, if the intermediary approved and 

the request for change was submitted before the end of the first 

month of a reporting period. 

For assets acquired prior to 1966, the hospital has two options, 

the use of a flat percentage of operating costs, or any of the regu-

82 
lar depreciation methods. The provider may determine an allowance 

for depreciation based on a percentage of operating costs in lieu of 

depreciation based on actual asset cost. The operating costs to 

which the percent is applied are the lower of the institution's 1965 

operating costs or the current year's allowable costs. These costs 

Ibid. 

82 
The term may is used here since the percentage method is still 

available to those providers coming under the provisions of Medicare 
for the first time. 
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must be reduced by actual depreciation and estimated depreciation on 

rented depreciable-type assets. The percentage to be used was five 

(5) percent beginning with the year 1966-1967, and is reduced by one-

half (1/2) percent each year until 1976-1977 when it becomes zero (0). 

This allowance is in addition to the regular depreciation on assets 

acquired after 1965. Furthermore, the provider may switch from the 

percentage allowance to any of the regular depreciation methods based 

on cost at any time, provided there are adequate cost records to sup

port the change. 

In addition, depreciation is allowed on all assets in use at 

the time the hospital entered or enters the Medicare program, even 

though such assets may be fully or partially depreciated on the 

hospital's books, and even if the costs are unknown. Under this 

option, the costs if unknown as well as the remaining useful life 

of the assets should be determined by consultation and expert 

appraisal, and the resultant should be used as a basis for depre

ciation. It would appear to be to the hospital's advantage to re-

valuate and extend the useful life of all fully or partially depre

ciated assets as far as is reasonable with the asset's contemplated 

use and then use one of the accelerated depreciation methods over 

the new life. For example, if we assume a 40-year-old building with 

a historical cost of $500,000 has been fully depreciated and it is 

estimated that the building will be used an additional 10 years, an 

additional $100,000 of depreciation may be*taken on the building 

(10/50 times $500,000 = $100,000). On the other hand, if the 
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estimated life would be 20 years, the additional depreciation would 

be $166,667 (20/60 times $500,000). The same formula applies to 

assets which are partially depreciated. 

All the above depreciation options apply equally to all donated 

assets and assets financed by Hill-Burton or other federal or public 

funds, as well as to those assets purchased partially or totally from 

the hospital's own resources. 

In view of the foregoing, it would appear that the area of 

depreciation probably presents the greatest opportunity for hospi

tals to increase their Medicare reimbursement. The additional depre

ciation allowed on fully or partially depreciated assets has had 

little or no effect on new hospitals; however, the older the hospi

tal, the greater the advantage of revaluing and extending the use

ful lives of the assets. Further, the use of accelerated depreciation 

methods results in greater depreciation in the earlier years of Medi

care and of the asset's useful life. But the $64,000 question is, 

"Should straight-line or accelerated depreciation method be used?" 

There are two views on this. One is to take the accelerated depre

ciation as quickly as possible. This not only provides a larger 

cost base for reimbursement, but it also provides a possible future 

advantage in the area of allowable interest expense versus a non-

offsetting interest income credit if the depreciation is funded. 

This will be discussed more fully below. On the other hand, there 

is a strong possibility that patient care services to Medicare re

cipients will increase in future years, and the larger percentage 
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of patients covered by Medicare in relation to total patients will 

result in the long-run in greater reimbursement to hospitals from 

use of straight-line depreciation. Currently the Medicare percent

age of total patients is vacillating around 30 to 40 percent on a 

national average; but, seemingly, many people, including President 

83 
Richard M. Nixon, are advocating an expansion of Medicare to cover 

our entire society within the next decade. It is not a question of 

whether, but a question of how and when. If this becomes a reality, 

the latter point above concerning straight-line depreciation would 

seemingly provide the greatest benefits to the hospital in the long-

run, except for those assets that were fully or partially depreciated 

and have only a few more years of estimated useful life. 

Funding of Depreciation 

Medicare is not concerned with how the investment in land, 

structures and improvements, and equipment was originally obtained. 

However, the system is concerned with providing for the replacement 

of these items; and, accordingly. Medicare not only provides for 

depreciation as an allowable expense, but it alludes to a very advan

tageous option available to hospital management through the funding 

of depreciation. This inference is contained in Principles of Reim

bursement, No. 1-2 which states that 

necessary and proper interest on both current and capital in
debtedness is an allowable cost. [However, the term] . . . 
necessary requires that the interest . . . be reduced by in
vestment income except . . . income from funded depreciation 

83 
Austin Kiplinger, Kiplinger Washington Letter, February 26, 

1971. 
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or provider's qualified pension fund is not used to reduce in
terest expense. [Emphasis supplied.]84 

Thus, Medicare provides a strong incentive for funding depre

ciation even though a hospital may be extremely short of working 

capital. It is another option providing additional Medicare reim

bursement. A hospital may borrow its own funded depreciation, pay 

interest to the plant fund on the indebtedness, and have the inter

est paid become an allowable expense for reimbursement without being 

offset by the interest income to the plant fund. A need to borrow 

the funds back from the plant fund would have to exist, but any hos

pital with limited working capital or considerable indebtedness 

should have little trouble proving the need. The whole transaction 

is so easy it can be handled internally through simple interfund 

entries in the accounts. 

Assuming the depreciation is funded, there are seemingly ample 

reasons for use of accelerated deprecation. Funded depreciation in

vested and earning six percent compounded annually will double itself 

within about 12 years. Thus, the accelerated depreciation allowed as 

a current expense in excess of straight-line depreciation expense, when 

funded, may far exceed any possible future advantage to be gained 

through the use of straight-line depreciation in anticipation of a 

future increase in the percentage ratio of Medicare patients to total 

patients. 

84 
Supra, p. 36, and The U. S. Department of Health, Education, 

and Welfare, Social Security Administration, Principles of Reimburse
ment, op. cit. , par. 405.419, (a), & (b), (2) (iii). 

/ " 
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It is noted that the prior discussion of depreciation options 

and the funding of depreciation do not bear directly on the prepara

tion of the cost reimbursement report, since depreciation expense and 

interest expense as allowable costs are automatically considered along 

with other allowable costs and expenses. However, the options do im

pinge directly on the fiduciary and managerial responsibility of those 

in authoritative positions, and the choice among those options must be 

made prior to the preparation of the cost reimbursement report. The 

trustees do bear prime responsibility for preservation of assets. Un

like normal business where management is required to risk assets for 

the production of income, hospital management is required to preserve 

the assets for a continuing program of services. If hospital manage

ment does not require the funding of depreciation, seemingly, it is 

derelict in its fiduciary responsibility, and willfully wasting plant 

85 
fund assets, as well as failing to maximize Medicare reimbursement 

in their choice of the wrong option. 

Cost Finding Options 

Assuming the accounting and statistical data are complete and 

departmentalized, the next step in the preparation of the cost re

imbursement report is cost finding, that is, the allocation of all 

costs to the revenue producing departments. The principles of re

imbursement require the use of the step-down method, the double-

apportionment method, or a more sophisticated method. 

85 
Benjamin 0. Nelson, "Fund Accounting Safeguards Assets," 

Hospital Accounting, October, 1965, pp. 26-27. 
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The Step-Down Method.--This method provides for a single alloca

tion of all direct and indirect costs from non-revenue producing de

partments to all other departments, both revenue and non-revenue, 

that have not previously been closed by allocation. The distribution 

is made on a statistical allocation basis to the other departments in 

the order of the greatest number of other cost centers served, and 

once a cost center or department has been allocated, it is closed and 

no other costs are distributed to that cost center. Ultimately, all 

non-revenue departments or centers are distributed to revenue produc

ing departments. A simplified illustration of the step-down method 

is shown in Exhibit I. The importance of the statistical data accumu-

86 
lated as previously discussed, may be noted in the illustration, as 

the data become the bases for the allocation of the costs of the par

ticular departments. The statistical data are assumed in the illustration, 

The Double-Apportionment Method.--This method works essentially 

the same way as does the step-down method, except that more costs 

can be distributed to centers after the initial distribution to that 

center. That is, the accumulated direct costs of non-revenue depart

ments are distributed to the departments they serve, both non-revenue 

and revenue departments. There are two allocations. The first 

apportionment allocates the direct costs of non-revenue departments 

to all departments for which statistics have been reported; the sec

ond apportionment distributes the indirect expenses accumulated by 

non-revenue departments from allocations made in the first apportion

ment. As the second allocation is made for the non-revenue departments, 

860 C7 
Supra, p. 57. 



71 

H 
M 

M 

X 
w 

g 

H 
CO 
O 
O 

PM 
O 

Q 

3 
H 

O 
O 
I 

w 
H 
CO 

U4 
O 

52: 

o 
M 
H 
H 
CO 

00 -u 
o 
H 

> S CO • 

-o 1-3 -o 

vO 

I 

CO 

D 

00 • 
C CO 

• H }-i 

^ > 
CO 

o 
4 J CO . 

m CO <u fe 
r H 4-1 
PLI C • 

• H CT" 
03 CO 

:2 

« 
CO 

CO 

C O CO 
• H 

c 

(U 
0) I—I rH 
>» o o 
O M Q 

CU CO 

C 
O TS 

• H (U 
4-1 4J 
CO CO 

3 
6 
3 

CO 
4J 
CO 

o 

6 < 
o 

CNJ 

0) 

l - l 

CO 

o 

CO 

CO 

o 
CJ 

c 
6 
iJ 

CO a. 
(U 

o 

o 
o 
CN 

rH 
CM 

<o-

o 
o 
o 

m 

o 
o 

o 
o 
«n 

A 

r̂  
VO 

<o-

o 
o 
o 

•% 
o 
i H 
• c o -

o 
o 
o 

9S 

o 
r H 

o 
o 
o 

A 

m 

o 
o 
CN 

0 0 

O 
o 
o 

<o-

o 
o 
o 

o 
o 
o 

o 
o 
o 
NO 

,9
00
 

so 

CO 

,7
00
 

CO 

<o-

^ 5 
CM 

,0
00
 

i n 

00
0
 

m 

^ 5 
CO 

00
0
 

>d-

e>2 o 

00
0
 

vJ-

vD 

50
0
 

CM 

i n 

CO vO i n 0 0 

0
0

0
' 

o 

,9
00
 

vO 

10
0
 

i n 

20
0
 

o 

50
0
 

00 

20
0
 

p^ 

00
0
 

r^ 

60
0
 

CO 

•CO-

CM 

<o-

<o-

C 
o 

• H 
4-1 
CO 
U 
4J 
CO 

•r^ 

c 
•g 
< 

4-) 
rH 0) 

0) 
o 
c 
CO 
C 

o 
o 
r̂  

.« 
r v 
CM 
NO 

o 
O 
o ̂

 
o 
o 
r H 

» 
r H 
•CO-

CO M 
Q) CO 

K M-l 
i H 

0) CU 
(U :2 
>^ 
O T ) 

r H C 
a . CO 

a u 

(U 
4J 

c 
• H 
CO 

s 
4J 

c 
CO 

i H 
(X, 

6 0 

c • H 

o. 
<u 
0) 

M 
0) 
CO 
D 
o 
ffi 

•TO 

c 
D 
CO 

h-5 

6 o o 
pti 

0 0 
c 

• H 
4J 
CO 
u 
(U 
a 
o 

e 
o 
o 

pci 
>^ 
u 
0) 

> 
•H 
i H 
(U 
O 

o 
4J 
CO 
u 
o 

JQ 
CO 

• 4 

O 
O 
in 

CM 

O 
O 
CM 

OT 

CM 
in 

o 
o 0 0 

0 0 

c» 
•co-

o 
o 
o 
CO 

• c o -

o 
o 
o 
CO 

o 
o 
o 
NO 

o 
o 
o 
i n 

o 
o 
o 
CO 

o 
o 
0 0 

0 0 
r H 

o 
o 
0 0 

0 0 
CO 
•CO-

o 
o 

CM 
CM 

O 
o 
OS 

NO 

• c o -

o 
o 
o 

o 
o i n 

^ 
i H 

r«. 

o 
o 
o r\ 
O 
NO 
r H 

O 
O 
O 

o 
NO 
i H 

o 
o 
o 
o 
<f 

o 
o 
o 
o 
CO 

o 
o 
o 
o 
NO 

o 
o 
o 
o 
m 

o 
o 
o 
o 
NO 
r-i 

o 
o 
o 
o 
o 
i H 

o 
o 
o 
o 
0 0 

o 
o 
o 
o 
CM 
<J-

</> 

o 
o 
o 
o 
o 

<o-

4J 
c 
<u 

• H 
4J 
CO 

P4 

0) (U 

c u 
• H cO 
4J O 

O 

c 
o 

CO 

u 
4J 
CO 

3 

0) 
Xi 

o 

0) 

E 
D 
CO 
CO 
CO 

C 
O 

• H 
4J 
CO 
o 
O 

CO 

U 
O 

CO 
4J 
CO 

T 3 

CO 
U 

• H 
4J 
CO 

• H 
•M 
CO 
4J 
CO 



72 

that department is closed and does not receive any further indirect 

costs from other non-revenue departments. Thus, the second appor

tionment employs the same apportionment technique as the step-down 

method, except that only the indirect costs are allocated. This 

double-apportionment method, although more detailed and involved, 

is considered to be more valuable since direct and indirect costs 

of all departments can easily be determined. However, neither 

method is completely accurate since only through continued alloca

tion of indirect costs to all departments can a thorough allocation 

be accomplished. This, however, would involve a vicious circle of 

allocations and would be almost impossible without the use of a com

puter. A simplified illustration of the Double-Apportionment Method 

is shown in Exhibit II. 

A More Sophisticated Method of Cost-Finding.--Other than the 

step-down method and the double-apportionment method, as mentioned 

above, a more sophisticated method that is designed to allocate costs 

more accurately than either of the above may be used upon advance 

approval of the intermediary. However, it is up to the provider to 

design the more sophisticated method and justify its use when approval 

is requested. Presumably, this undefined but permissible "More Sophis

ticated Method" alludes to those situations where an adequate cost 

accounting system is in use such as those in the prospective reim

bursement area already discussed. 

Both of the specified methods discussed above will give satis

factory results in measuring the costs of the revenue producing 

X 
.,-. .'-^,^.-.<.ILl'P<J"Mii»« .*4il. 
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departments. The double-apportionment method is more complex but 

gives better cost information of the non-revenue departments. This 

is important if cost analysis is to be accomplished on these de

partments. While both methods give reasonable estimates of cost, 

complete accuracy is not assured because of the intangible factors 

such as the decision to use certain statistical bases to distribute 

costs. 

Thus, hospital management has the option of choosing whichever 

cost-finding method that it considers best for the hospital. Fur

ther, management has the option of changing during the program with 

approval of the intermediary. However, any request for approval to 

change must be made on a prospective basis and must be submitted 

before the end of the fourth month of the prospective reporting 

period. Seemingly, a concerned management would require cost find

ing by both techniques at the end of each reporting period for com

parison and cost analysis purposes as a minimum, and should the 

method currently being used for preparation of the cost reimburse

ment report be less desirable than the alternate method, request 

for change should be submitted prior to the end of the fourth month 

in the new period. 

Cost Apportionment or Reimbursement Formula Options 

Once the indirect costs of the non-revenue departments has been 

allocated to the revenue producing departments through one of the 

cost finding techniques discussed above, the provider has the option 

of either of two formulas to apportion the costs between Medicare 
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beneficiaries and other patients under Principle of Reimbursement 

No. 2-2, Determination of Cost of Services to Beneficiaries. Here 

is where the Medicare log really proves its worth. The required 

Medicare information for apportionment and calculations can be taken 

directly from the log if it is properly maintained. 

Departmental Method.--This method is commonly referred to as 

the "Departmental RCCAC"--ratio of charges to charges applied to 

cost, or its shorter title "RCC"--ratio of costs to charges. One 

author has jokingly given his own definition of "RCC" as a "Real 

88 
Confusing Concoction"; and to the person who does not understand 

the elements of cost finding and cost analysis, there is more truth 

than fiction in that definition. Under this method each revenue 

producing department that charges patients directly for its services 

will have part of its costs apportioned to Medicare patients. The 

apportionment of costs is made on the basis of the ratio of Medicare 

charges to total patient charges of each revenue department. Each 

department's costs are multiplied by the ratio percentage to arrive 

at the reimbursement due from the fiscal intermediary for services 

rendered to Medicare patients. The costs to which the percentages 

are applied are taken from the cost-finding schedule, as illustrated 

in Exhibits I and II, which includes the allocated costs of non-

revenue departments, and from which professional components and 

other non-allowable costs have been excluded in the computations. 

Supra, p. 23. 

88 
Thomas E. Riggs, '"RCC Reimbursement," Texas CPA, March, 

1966, p. 14. 

X 
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The Medicare charges and Medicare patient days are taken from the 

Medicare log, and the total revenue from the ledger. The Medicare 

revenue for routine patient care (room, board, and nursing services) 

does not include the difference between private room charges and 

semi-private room charges for Medicare patients using a private room 

when the private room is not considered medically necessary. A com

bined simplified illustration of the Department (RCC) and the Combi

nation Methods, using both methods of cost finding is shown in Exhib

its III and IV. 

Combination Method.--Rather than apportioning the costs of each 

department that charges for services rendered, the combination method 

apportions the costs as if there were only two major departments. 

The two major "departments" are "ancillary services" and "routine 

services," and the reimbursable costs are apportioned differently 

for each. Ancillary services cover all the combined costs of the 

special service departments, such as laboratory, operating room, 

delivery room, et cetera; and routine services cover the routine 

patient care, that is, room, board, and nursing services. 

The costs of ancillary services are apportioned on the basis of 

the ratio of total charges of ancillary services to Medicare patients, 

to the total charges of ancillary services to all patients. This 

ratio is applied to the total costs of all ancillary services to ar

rive at the reimbursable costs for these services. The costs of 

routine services is apportioned to Medicare patients on the basis of 

average per diem cost per day for all patients multiplied by the total 

Medicare patient days. This is in contrast to the apportionment by 
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the departmental method by which the costs of routine services is 

apportioned on the basis of the ratio of Medicare charges to total 

charges for routine services. As indicated above, a simplified com

bined illustration of the combination method and the departmental, 

using both cost-finding techniques is shown in Exhibits III and IV. 

A summary of the reimbursements using the various options from 

the illustrations above is shown in Exhibit V. As previously men

tioned, varying amounts of reimbursable costs can be calculated de

pending upon the cost-finding and cost apportionment options selected, 

EXHIBIT V 

SUMMARY OF REIMBURSEMENTS USING VARIOUS OPTIONS 

Reimbursement Cost-finding Options 
Formula Options Step-down Method Double Apportionment 

Departmental (RCC) $328,895 $328,805 

Combination $334,077 $334,412 

Analysis of the Provider Options 

Analysis of the above options, particularly the cost-finding and 

cost apportionment options, and the different amounts of reimburse

ment that can be derived by the various combinations of those options, 

reveals the potential in the manipulative effect of judiciously using 

those options to maximize Medicare reimbursement. The hospital may 

change from one option to another with intermediary approval; how

ever, requests for change in methods must be submitted before the end 
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of the fourth month of the prospective reporting period. Seemingly, 

the hospital administrator, or controller, who desires to maximize 

Medicare reimbursement, would compute the reimbursement amount by all 

methods at the end of each reporting period; and, although the report

ing method for the current reporting period is fixed, at least a 

change can be requested for the next reporting period if another op

tion would prove more beneficial to the hospital. 

Such action on the part of an administrator interested in manipu

lating his Medicare reimbursement rate cannot be prevented under exist

ing regulations. This is not to infer that such action has an unethi

cal or illegal taint to it. The principle involved in maximizing cost 

reimbursement is similar to that of tax-avoidance which is a practice 

followed by sound businessmen and in which the accounting profession 

serves business by taking advantage of the loopholes in the law with

out fear of criticism. Similarly, the hospital administrator has the 

obligation to maximize Medicare reimbursement within allowable limits 

through judicious use of all available options under current regula

tions in fairness to all other non-Medicare patients and donors who 

bear the burden of paying the remaining Medicare allowable costs and 

all the non-allowable costs within the cost and charge structure of 

the hospital. 

In addition to the manipulative effect available to the hospi

tal administrator in his use of the options discussed immediately 

above, an even greater potential for maximizing Medicare reimburse

ment exists in manipulating the charge and rate structure in the 
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hospital. In the earlier discussion on spiraling costs and proposed 

89 
legislation on incentive reimbursement, it was pointed out that 

rate setting has generally been a matter of judgment by management 

with little or no consideration given to unit cost, and that routine 

service rates for room, board, et cetera, have frequently been set 

below cost, while ancillary service costs have been established above 

cost. James C. Ingram, Vice-president of Associated Hospital Service 

of New York (Blue Cross), has reported two examples of such rate set

ting which serve to illustrate the dramatic effect of manipulating 

the rate charges. 

One hospital in New York has been contemplating establish
ing a charge for the use of bedrails at $10 a day. The charge 
would apply to all patients regardless of age. Of course, it 
is something more than a coincidence that patients 65 years old 
and over use bedrails more frequently than any other group of 
patients. The effect of such a charge would be to increase the 
charges to Medicare patients and to raise the level of reim
bursement for such patients. . . . 

[Also] . . . most hospitals in New York charge $4 or $5 
for a sedimentation rate test. One hospital making a study of 
its rate structure found that two-thirds of its sedimentation 
rate tests were given to patients 65 years old and over. . . . 
The charge for a sedimentation rate was raised to $12. One 
might ask why the hospital stopped at $12. Only its own sense 
of self discipline intervened."0 

Since the departmental or RCC method of apportioning Medicare 

costs is based on the ratio of Medicare charges to total patient 

charges, and since the rates and charges are subject to manipulation 

by hospital management with no current ceiling or control on charges, 

Supra, p. 45. 

90 
James C. Ingram, "The Case Against RCC," Hospitals, April 16, 

1967, pp. 39-40. 



83 

the potential in the manipulative effect is limited only by the 

imagination. When one thinks of the possibilities inherent in a 

situation wherein those revenue producing areas having the greatest 

ratio of Medicare charges are "loaded," the sky is the limit. That 

is, by increasing the level of semi-private room charges and the 

charges in those areas with the greatest incidence of Medicare 

coverage, and/or by decreasing the level of charges for other 

accommodations with little or no Medicare activity, such as the 

delivery room, the Medicare rate of reimbursement can be substan

tially increased. Review of the literature in this subject area 

seemed to indicate that to some degree such manipulative practices 

are widespread in the hospital industry. 

In the discussion of these possible manipulative practices at 

this point, no attempt is made to justify nor to comdemn such prac

tices. They are included in this study only to point out the impact 

that the Medicare principles of reimbursement have on the decision 

making process of the hospital management team as the team endeavors 

to maximize Medicare reimbursement through the options available in 

the preparation of the Medicare cost reimbursement report. The cur

rent reimbursement principles are not going to change overnight; and, 

91 
until the incentive reimbursement proposals become a mandatory 

reality, hospitals will have to continue with the current reimburse

ment formulas. Possibly only a few hospital administrators resort 

to deliberate manipulation of charges; however, the greater majority 

91c /I Supra, p. 43. 
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of administrators probably do take into consideration the total 

effect of any changes in their charge structure on the total reim

bursement to be claimed. 

Payment Options to Providers 

In addition to the major options discussed above with respect 

to depreciation, cost-finding, and cost apportionment, the provider 

of services to Medicare patients has an option among several methods 

for calculating the amounts of interim payments obtainable during 

the hospital's fiscal year. Principle of Reimbursement No. 2-4, 

92 

Pajnnents to Providers, requires that providers be paid the reason

able cost of services to Medicare patients; however, since actual 

reasonable cost cannot be determined until the end of the hospital's 

cost reporting period, an interim rate, approximating the reason

able cost, is negotiated between the intermediary and the hospital; 

and payment is made to the hospital at regular intervals, but not 

less frequently than once a month. The interim rate for inpatient 

services may be expressed either as a percentage of the charges made 

for such services, or as a per diem amount based on the allowable 

cost of the services; but the outpatient rate must be expressed as 

a percentage of charges. The interim rate may be adjusted at any 

time during the accounting period when it can be shown that esti

mated costs will be significantly higher or lower than the computed 

rate. 

92 
Supra, p. 24. The full text of the regulations and manual 

on payments to providers may be found in Medicare and Medicaid Guide, 
op. cit., par. 7223-7470. 
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At the end of the year the provider's cost report is submitted 

and the intermediary makes a tentative retroactive adjustment based 

on the cost report as submitted, and final settlement is made after 

the audit of the provider's records and the cost report. 

Current Financing Payments.--Since the beginning of Medicare, 

the basic procedure for payment to a provider for services rendered 

to Medicare patients has been the regular submission of bills to the 

intermediary. These billings are generally at or after the date of 

discharge of the Medicare patients; however, if the provider so 

elects, the billings are made at regular intervals, such as bi

weekly, without regard to the date of discharge of beneficiaries. 

In addition to the basic procedure, the regulations provide for a 

"current financing payment" to be made upon request by the provider 

on a basis designed to reimburse the provider currently for the 

"average level" of costs of covered services furnished beneficiar

ies, until payment is made through the normal interim payment pro

cedure; but other procedures are set forth that are designed to 

prevent a provider from receiving an artificial increase in current 

financing payments. There is no obligation on a provider to request 

such a payment, but it would seem to be in the best interests of the 

provider to do so. 

Initially, there was no requirement that the provider repay a 

current financing payment, so long as it continued to participate in 

the program unless two successive quarterly recomputations of the 

current financing payment showed the allowable amount to be less than 
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the amount previously paid. Even then, only the amount of the exist

ing payment in excess of the allowable amount of the second recompu-

tation was required to be repaid by the provider. Further, the cur

rent financing payments are excluded in determining the amount of 

interim payments made through the regular billing procedure. Thus, 

the current financing payments became in effect interest-free loans 

until repaid either at the end of the second quarterly recomputation, 

or at the end of the fiscal year when settlement was made. 

However, since June, 1970, the possibility of a provider being 

overpaid through current financing has been considerably reduced--

the intermediary can make a special recomputation at any time there 

is a significant change in the provider's operations that results in 

the allowable current financing payment being substantially out of 

line, and only one recomputation (not two) showing excessive pay

ments is required for recoupment of the excess. 

To obtain a current financing payment, a provider must report 

certain data to the intermediary which is necessary to determine the 

maximum payment under the formula provided in the reimbursement 

manual. The formula for the current financing payment, and the formu

las for the other payment methods immediately following this discus

sion, are quite involved and will not be shown here. They may be 

found in the Provider Reimbursement Manual, or in the Medicare and 

93 
Medicaid Guide. 

93 
Medicare and Medicaid Guide, op. cit., pars. 7288-7404. 
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Accelerated Payments.--Notwithstanding the interim pa)nnents 

made through the regular billing procedures, and without regard to 

any current financing payments, a provider may request an "acceler

ated payment" of up to 70 percent of the amount of net reimburse

ment represented by unbilled charges or unpaid bills applicable to 

Medicare patients, if the provider is having financial difficulty 

as a result of delays in receipt of funds for covered services. To 

obtain such an accelerated payment, all the following conditions 

must exist: (1) a shortage of cash exists whereby the provider can

not meet current financial obligations; (2) the impaired cash posi

tion is due to abnormal delay in billings, claims processing, and/or 

payments by the intermediary; (3) the provider's cash position would 

not be alleviated by receipts anticipated within 30 days; (4) the 

financial difficulty is not due to a lag in billings and/or payments 

by other third-party or private patients; and (5) the intermediary 

is assured that recovery of the payment can be accomplished within 

90 days. Thus, accelerated payments provide an additional option 

for obtaining financing from the intermediary. 

Periodic Interim Payments (PIP).--Although the above payment 

methods did much to alleviate the financial difficulties occasioned 

by the complicated Medicare billing and payment procedures, many 

hospitals continued to experience problems in that area. Then, in 

December, 1967, the Social Security Administration announced another 

optional method of reimbursement which became effective for Medicare 

services rendered after January 1, 1968. This new method, known as 
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the "Periodic Interim Payment" (PIP) method, was designed to allow 

hospitals to receive a check each week equal to 1/52 of the amount 

that would normally be paid the hospital under the Medicare Program 

during the year. The method has the flexibility of allowing the 

hospital, with the approval of the intermediary, to adjust the 

weekly payments to reflect current cost. Final settlement and audit 

of payments still take place at the end of the fiscal year. The pro

gram was reportedly designed to help hospitals improve their finan

cial planning and to materially reduce paper work. The PIP method 

may be used in lieu of, but not in combination with, any or all of 

the previous methods. 

This reimbursement method is available to participating hospi

tals where (1) Medicare payments for inpatient services total at 

least $25,000 annually; (2) the intermediary is assured that the 

hospital accurately maintains in its records all cost, charge, and 

statistical data needed to complete a Medicare cost report on a 

timely basis; and (3) the hospital has already completed at least 

one cost report in the Medicare Program. This latter requirement 

does not apply to a newly participating hospital. Any hospital that 

establishes to the satisfaction of the intermediary that it meets 

these requirements has the option to request the intermediary to 

make payments under this method. 

Under this method the intermediary will determine a fixed 

periodic interim payment, generally weekly. This payment will 

approximate the cost of the average level of Medicare inpatient 
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services rendered during the payment interval. Payments are disbursed 

on designated days without regard to individual billings. A hospital 

can request that the payment be recomputed quarterly to reflect a 

variation in Medicare utilization. In any event, payments will be 

recomputed at regular intervals so that they will approximate actual 

costs as closely as possible. 

A hospital may also be allowed an increase in the payment amount 

where it presents satisfactory evidence for the increase to the fiscal 

intermediary. Similarly, the intermediary may adjust the payment 

where it has evidence that actual costs of Medicare utilization have 

significantly increased; a lump-sum payment can be made to bring past 

payments in line with costs. 

A major advantage of the PIP method is that detailed billing for 

inpatient services is not required, although a hospital must report 

admissions of Medicare patients under its usual procedures. Upon 

discharge, however, the hospital has to complete the appropriate bill

ing form in only 20 per cent of the cases. It is required to furnish 

only those data needed to update the Medicare beneficiary's utiliza

tion record for the remaining 80 per cent, and to attach a copy of its 

regular bill or other form that it customarily furnishes to all patients 

upon discharge. In addition, hospitals are required to complete a 

"new" monthly Summary of Medicare Inpatient Flow Report showing selected 

information on Medicare activity during the previous month, and they 

continue to complete the Hospital Statement of Reimbursable Cost re

port for each reporting year. 
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By comparison with the other payment methods, the PIP method 

apparently has several other advantages: (1) The fixed periodic 

payment should be more closely correlated with the pattern of hos

pital expenditures which are generally made at fixed intervals, 

which, in turn, should level out cash needs and simplify cash fore

casting; (2) interim reimbursements are accelerated since payments 

are no longer directly related to billings; and (3) the outstanding 

Medicare charges should be reduced to approximately one week on the 

average as compared to a much longer time by the other methods. 

These advantages certainly enter into the decision considerations 

as to which payment option(s) to choose. On the other hand there 

appears to be some misgivings about the potential savings in paper

work in view of the additional work required to generate the data 

required for the completion of the new monthly Summary of Medicare 

Inpatient Flow Report; and under the PIP program, a serious problem 

may be created in a hospital if a lack of control develops in the 

processing and controlling of claims, and if the accuracy and main

tenance of the cost, charge, and statistical data fails to provide 

the required information for completion and timely submission of the 

cost report. 

The Hospital Statement of Reimbursable Cost 

The hospital's reimbursable cost report is lengthy and very 

complicated. It includes all of the calculations described above 

in the depreciation, cost-finding, and cost apportionment options, 

plus numerous other cost calculation and analysis sheets as well as 



91 

the balance sheets of all the fund accounts, the income statement, 

and statistical information. The adjustments to expenses, and the 

financial statement presentations will be discussed in the next 

chapter. Depending on the size of the hospital and the number of 

cost and revenue centers, and on the number of auxiliary income and 

service departments, the report varies in length from about 21 pages 

minimum to approximately 35-40 pages. A mere listing of the various 

schedules and forms by title will serve to indicate the complicated 

94 
nature, scope, and length of the report: 

Cover Sheet--Hospital Statement of Reimbursable Cost 
Page 1 --Hospital Information, Control, and Statistical 

Data. 
Page 2 --Calculation of Reimbursement Settlement-Inpatient 

Services. 
Page 3 --Calculation of Reimbursement Settlement--

Title XVIII--Part B 
--Calculation of Reimbursable Bad Debts (Applicable 

to Medicare patients only) 
Pages 4-6 --Balance Sheets (Organized under the Fund Account

ing concept), and Reconciliation of Fund Balances 
Pages 7-8 --Statement of Income and Expenses 
Pages 9-11 --Questionnaire, Instructions, and Computation of 

the Optional Allowance for Depreciation 
Pages 12-14--Certification pages by Officer of Hospital, and by 

a Public Accountant 
Schedule A --Reclassification of Trial Balance of Expenses 

A-1 Administration and General Expense Analysis 
A-2 Dietary Expense Analysis 
A-3 Medical-Surgical Expense Analysis 
A-4 Laboratory Expense Analysis 
A-5 Adjustments to Expenses (This schedule removes the 

non-allowable costs, and inserts the imputed 
allowable costs not previously recorded) 

Worksheet B--Cost Apportionment--General Services 
B-l--Cost Apportionment--Statistical Basis 
B-l-l--Cost Apportionment--Dietary--Raw Food 
B-1-2--C0St Apportionment--Dietary--Other 

94 
Medicare and Medicaid Guide, op. cit. , pars. 10480, 10495, 

10580. 
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Schedule C--Balance Sheet and Computation of Equity Capital of 
Proprietary Providers (Where Applicable) 

D--Computation of Return on Equity Capital of Propri
etary Providers (Where Applicable). 

Supplemental 

Cost Form--Residents and Interns Not Under Approved Teaching 

Program (Where Applicable) 

The above listing applies only to the inpatients part of Medicare 

known as Title XVIII—Part A. Similar schedules and analysis sheets 

are required for outpatient services, and for combination hospital-

extended care facilities. The titles in the listing are frightening 

even to the well-informed hospital accountant, or to the Certified 

Public Accountant, not to mention the imaginable fear and apprehen

sion on the part of the uninformed hospital administrator when he is 

faced with alternative choices among Medicare options in the decision 

making process. It is no surprise that the hospital industry turned 

to the accounting profession for consultation in accounting matters 

and assistance in the preparation of the cost reimbursement report. 

Even the knowledgeable accountant can hardly grasp the comprehensive

ness of the report, and the complications inherent in the preparation 

of the report until such time as he has personally been involved in 

the completion of a report. One Certified Public Accountant experi

enced in hospital accounting has stated that " . . . depending on the 

size of the hospital and the condition of the records, it will prob

ably take a well-versed C.P.A. from 25 to 50 hours to complete a cost 
..95 

report. . . . 

95 
Robert A. Peyroux, "The C.P.A. and Medicare," Louisiana Certi

fied Public Accountant, November, 1967, p. 17. 
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Considering the comprehensiveness of the cost report and the 

general lack of adequate accounting procedures throughout the hos

pital industry, it is not surprising to learn that after two years 

of Medicare, many hospitals had not accumulated all the necessary 

information required by the cost report; some hospitals had not 

even filed their first cost report; and of those cost reports that 

were submitted, only a small percentage were able to pass even a 

preliminary desk audit. Presumably this unsatisfactory reporting 

condition continued to exist throughout the third year of Medicare. 

Then, in September, 1969, the Bureau of Health Insurance of the 

Social Security Administration issued Intermediary Letter No. 396 

relating to interim rate adjustments and the submission of the cost 

I- 97 report. 

The effect of this letter is to require reduction or discon

tinuance of payments to providers who have not filed reimbursement 

cost reports on a timely basis. The requirements may be summarized 

as follows: 

If the provider does not file its reimbursement cost report 

within 90 days after the end of its fiscal year, it is subject to 

a 20 per cent reduction in its reimbursement rate for one month. 

This is a mandatory provision except that one month extension may 

be granted by the intermediary. If the cost report is not received 

within 120 or 150 days if an extension is granted, the provider is 

96 
Donald R. Riordan, Sr., op. cit., p. 16. 

97 
Medicare and Medicaid Guide, op. cit., par. 7268. 
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then subject to mandatory withholding of all Medicare payments until 

such time as the report is received by the intermediary. 

Seemingly, the initial impact of Medicare on hospital financial 

management and financial reporting practices would have been suffi

cient to challenge the hospital management team to take those actions 

necessary to comply with the requirements for Medicare reimbursement. 

But apparently a large percentage of hospital administrators failed 

to meet that challenge. As a result of the above cited letter, the 

hospital management team will now be forced to become more involved 

in the financial management process, if the hospital is to survive. 

To effectively manage Medicare reimbursement, a thorough knowl

edge of the law, regulations and principles concerning reimbursement 

must be obtained. The dollars involved are substantial. The key 

questions of effectiveness, wisdom of expenditures, and selection 

of goals and priorities can hardly be approached in a rational way 

unless the management team is involved. Medicare is here to stay. 

Its impact on financial reporting practices must be recognized, and 

action taken to satisfy the reporting requirements of Medicare. 



CHAPTER IV 

THE IMPACT OF MEDICARE ON THE PRESENTATIONS 

IN HOSPITAL FINANCIAL STATEMENTS 

In the discussion of the Hospital Statement of Reimbursable Cost 

98 

in the preceding chapter, it was mentioned that the statement in

cluded the financial statements of the hospital, and that certain ad

justments to expenses were necessary to arrive at the allowable costs 

for Medicare reimbursement. The financial statements reported in the 

reimbursable cost report should be taken directly from the hospital's 

ledger accounts, and are reported in the "Fund Accounting" format pro

vided on pages 4-8 of the reimbursable cost report. The adjustments 

to expenses are made through calculations in Schedules A through A-5, 

99 
as a reclassification of trial balance of expenses. 

The Medicare law as it is designed provides for payment for the 

cost of services rendered to patients covered under the health insur

ance program. Since the charges to Medicare patients are necessarily 

the same as the charges to non-Medicare patients using a similar facil

ity or receiving a similar service, it becomes evident that the only 

situation under which no adjustments to revenue or expenses would occur 

98 
Supra, pp. 90-92. The term "reimbursable cost report" as used 

herein refers to the Hospital Statement of Reimbursable Cost. 
99 
Supra, p. 91 

95 
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is where the hospital's costs are 100 percent of its charges, or pre

sumably where Medicare patients comprised 100 percent of the hospital's 

patient load. Logically, neither of these situations is likely to 

ever occur; hence, the prescribed adjustments are necessary. In the 

earlier chapters, many of the discussions alluded to some of the ad

justments. The discussion here will concentrate on the adjustments, 

and the impact that some of these adjustments have on the presenta

tions in the financial statements. 

Income and Expense Adjustments for the 
Reimbursable Cost Report 

In prior discussions in this paper, and in the greater portion 

of the literature reviewed for this study, primary emphasis has been 

placed on the changes in accounting necessitated by Medicare and on 

the calculations and techniques of Medicare reimbursement; and the 

effects of these accounting changes and reimbursement techniques on 

hospital financial reporting practices has been discussed only as a 

matter of secondary importance. Perhaps to the board of trustees and 

to others concerned with the financial affairs of the hospitals, the 

adjustments to the financial statements occasioned by Medicare, and 

the adjusted financial statements themselves, are of equal or possibly 

greater importance. 

As previously mentioned, the adjustments to the financial state

ments are made on Schedules A through A-5 of the Reimbursable Cost 

Report. Schedule A--Reclassification of Trial Balance of Expenses pro

vides for listing the trial balance of direct expenses as shown by the 
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hospital's general books. It is necessary to analyze some of the 

accounts in order to adjust for various items and amounts that should 

be classified separately, or possible combined with other accounts, 

to effect proper cost distribution. For example. Employees' Health 

and Welfare expenses are segregated and set up separately from Ad

ministration and General expenses. Interest expense, if recorded 

separately, is added to Administration and General expenses. Dietary 

expenses are analyzed in order to make proper distribution of the 

Dietary expenses as to inpatient, cafeteria, et cetera. 

Further, Intern and Resident services are separated from Medical 

and Surgical expenses, and Blood Bank is segregated from the Labora

tory. The reclassified trial balance is then further adjusted for 

recoveries, deductions, and additions to expenses. 

Regardless of the method under which the hospital prepares its 

reimbursable cost apportionment, it is necessary that these adjust

ments be made. It is essential that the trial balance be taken 

directly from the general ledger without any revisions or adjustments. 

While this procedure appears simple, many hospitals apparently attempt 

to make various adjustments or conversions on separate worksheets and 

reflect only the modified information on the adjustment schedules. 

Unfortunately, this would-be shortcut results in less documentation 

by the preparer of the report and thereby often results in errors 

which go undetected until the time of the intermediary audit. The 

shortcut also creates an unanticipated gap in the logical flow of the 

report information which makes it practically impossible for the 
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intermediary to complete its own desk review until such time that the 

field audit of the provider's books is made. This results in more 

time spent in the hospital by intermediary audit personnel occupying 

hospital space and taking up the time of hospital personnel--an addi

tional and unjustifiable inconvenience. 

Cost Recoveries 

For Medicare purposes, a cost recovery occurs whenever the hos

pital derives non-operating revenue (1) from a patient-related activ

ity, such as the sale of medical transcripts or abstracts from the 

medical records department; or (2) from non-patient activities whose 

costs cannot be identified, such as cot rentals or guest trays. The 

hospital has the option to eliminate from the applicable expense the 

lower of the proceeds received, or the related cost, including appli

cable overhead, where the costs can be identified. Recoveries also 

occur in the nature of purchases discounts, rebates, et cetera, and 

these must be directly offset against the related cost or expense item. 

In addition to the examples of cost recoveries mentioned above. 

Schedule A-5--Adjustments to Expense, of the reimbursable cost report 

carries an almost inexhaustible listing of other recoveries: telephone 

service; radio and TV service; laundry and linen service; vending 

machine commissions; employee and guest meals; sale of drugs, medical 

Ernst & Ernst, Options and Requirements Under the Principles 
of Reimbursement and Internal Desk Audit of the Hospital Statement of 
Reimbursable Cost (Chicago: Hospital Financial Management Association, 
undated), p. 4. 
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supplies to other than patients; sale of scrap, waste, et cetera; 

rental of hospital property, space, or quarters; gift, flower, and 

coffee shop income; interest income from unrestricted funds; tuition, 

fees, textbooks, uniforms, et cetera, from the nursing school; grants, 

gifts, and income designated by the donor for specific expenses; and 

any other miscellaneous income. All these items are reductions of what 

would otherwise be allowable costs of operation of the hospital. 

Non-allowable Costs 

Generally speaking, non-allowable costs are costs incurred by the 

hospital which are specifically excluded from reimbursement under 

Part A of the Medicare Program. Thes3 non-aliowable costs include, 

but are not limited to the following: Nursery activities; unsupport-

able historical depreciation; interest expense on borrowed funds which 

are not necessary and proper for the operation, maintenance, or acqui

sition of facilities directly related to patient care; research costs 

not directly related to patient care; excess amounts paid to affiliate 

organizations over the affiliate's cost of providing the service; and 

costs related to non-patient activities, such as investment expenses, 

fund-raising expenses, public cafeteria expenses, offices furnished 

to physicians, et cetera. 

Although not a direct cost, per se, there are certain other items 

generally considered an expense in normal business parlance which are 

treated as non-allowable costs. These include bad debts from non-

medicare patients, courtesy allowances, and charity allowances. They 

must be treated as deductions from revenue. 
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Non-recorded Allowable Costs 

Allowable costs which are not recorded in the hospital's regular 

financial records should be reflected in the adjustments and added to 

the existing allowable costs. These non-recorded but allowable costs 

include the following: optional depreciation or the excess of Medi

care depreciation over financial depreciation, imputed value of the 

services rendered by non-paid workers, such as the services rendered 

by Catholic sisters; a reasonable allowance of compensation for serv

ices of proprietary owners of hospitals; an allowance of a reasonable 

return on equity capital invested and used for patient care in propri

etary hospitals; and an inpatient routine nursing salary cost differ

ential of 8 1/2 percent of the average cost of routine nursing care 

furnished to Medicare patients. Also, there was an additional allow

ance in lieu of specific recognition of other costs amounting to 2 per

cent of other allowable costs which was effective from the beginning of 

Medicare through June 30, 1969. With respect to the return on equity 

capital, the allowable percentage reached a high of 11.375 percent in 

July, 1970, but by December, 1970, it had dropped back to 9.188 per-

. 101 cent. 

To recall a comment by James C. Ingram, Vice-president, Blue 

Cross of Greater New York, hospitals have never had to file a tax re

turn, but " . . . they have to file one now, and they have to do it on 

102 
a uniform basis. . . . " The comment is very appropriate here. 

Medicare and Medicaid Guide, op. cit., par. 5782. 

102, 
Supra , p . 56^ 
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Although the reimbursable cost report and the related adjustments to 

the hospital's financial statements are seemingly much more complex 

than the average income tax return, the actual adjustments to the hos

pital's financial statements are not too dissimilar to the adjustments 

made to reconcile financial income to taxable income on the business 

tax returns of partnerships and corporations. As commercial business 

enterprises often endeavor to incorporate many tax accounting proced

ures into their regular financial accounting practices, so it is with 

hospitals in incorporating many Medicare accounting requirements into 

their regular accounting practices. Nevertheless, most of the Medi

care accounting requirements and adjustments do not lend themselves 

to the merger process. Consequently, many separate accounting and 

statistical records must be maintained for Medicare reporting, and 

the adjustments mentioned above must be made in order to arrive at 

the allowable costs for Medicare reimbursement. 

Whether or not the hospital accounting records have been changed 

to incorporate the accounting requirements for the accumulation of 

allowable costs for Medicare reimbursement, it can be stated with 

reasonable certainty that the adjustments, as well as the over-riding 

influence of the Medicare program, has had a profound effect on the 

presentations in the financial reports of the hospital. Many of these 

adjustments are routine and can be accepted as being materially in 

conformity with generally accepted accounting principles; and these 

will be discussed immediately following. However, several of the 

above adjustments are quite controversial from the point of view of 
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generally accepted accounting principles. The treatment of non-

medicare bad debts, allowances, charity, and other discounts in the 

financial statements is questionable as to the conformity with gen

erally accepted accounting principles. Depreciation is another ex

pense that is questionable. It is generally accepted that depreci

ation is an allowable cost for reimbursement; but the amount of depre

ciation is another matter. The basis for its computation, the method 

of computation, and the estimated depreciable lives of the assets are 

the points of disagreement. These controversial items will be analyzed 

in the next chapter. 

103 
Financial Statement Presentations 

The majority of hospitals apparently maintain their Medicare 

accounting and statistical data outside the regular accounting sys-

104 
tem; but where the Medicare accounting data is merged with the 

regular accounting process, there is a profound effect on the presen

tations in the financial statements. Perhaps the area of greatest 

importance in the Medicare accounting arena has been the accounting 

for hospital property and the related depreciation. 

103 
Much of the data in this section is based on an unpublished 

speech by Robert D. Clyde, "The Impact of Medicare on Hospital Finan
cial Statements," presented at a Medicare Conference sponsored by the 
Texas Society of CPAs, Six Flags, Texas, June 5, 1970. Mr. Clyde gave 
his permission to use the data. The illustrations were gathered from 
the files of the Dallas Office of Arthur Andersen & Co., where Mr. Clyde 
is a partner. The presentations are real but the figures and hospital 
identities have been changed to assure anonymity and retain the confi
dential nature of the source. 

104 
Ernst 6t Ernst, op. cit. , p. 5. 
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Property Accounting and Depreciation 

The depreciation options under the principles of reimbursement 

have previously been discussed, and will not be restated here ex

cept where necessary to clarify the point of discussion. It would 

seem that in the early 1960's when the probability of Medicare became 

more and more certain with each passing year as health insurance for 

the aged was a major topic in the national interest, that the hospital 

industry would have been alerted to the necessity of preparing for the 

advent of Medicare; and yet, when Medicare finally became a reality in 

1966, many hospitals were caught with either inadequate or nonexistent 

property records. Something had to be done in a hurry. 

Property Appraisals.--Medicare regulations require that in order 

to be an allowable cost, depreciation must be identifiable and recorded 

in the hospital's records, and must be based on the historical costs 

of the asset; or in the case of donated assets, at the fair market 

106 
value at the time of donation. Initially, many hospitals faced 

the risk of having depreciation charges disallowed due to inadequate 

property records. Faced with this risk, numerous hospitals contracted 

the services of an independent appraisal firm to establish the histor

ical cost of its plant assets. 

Reviews were made of historical costs, accumulated depreciation 

reserves, and asset lives. The results of these appraisals were 

105c A/ 
Supra, p. 64. 

Supra, p. 20; Medicare Principle of Reimbursement 1-1. 
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generally threefold, all pertaining to adjustments. The adjustments 

affected (1) the recorded historical costs, (2) the accumulated de

preciation reserves, and (3) the related depreciation expense. Due 

to the inadequate lead time provided by the advent of Medicare in 

1966, these adjustments, once determined, were applied generally on a 

retroactive basis to the financial statements. Thus, in those cases 

where the property records were grossly inadequate or nonexistent, the 

adjustments not only affected the presentations in the financial state

ments, they also created opinion problems for the auditors--both during 

the interim period while the appraisals were being made, and also at 

the time the adjustments were made. " . . . These opinion problems 

were overlooked by many [auditors], but were real nevertheless. . . . " 

The implications of these audit problems will be discussed in the next 

chapter of this report. 

As to the effects of the adjustments on the financial statements, 

108 
some actual examples taken from the files of Arthur Andersen & Co. 

will serve to illustrate the results in the financial statements pre

sentations. In presenting these illustrations, there is no intention 

that they should be interpreted as the proper method of reflecting the 

adjustments; rather, they are shown only as an illustration of the 

effect of the Medicare adjustments on financial statement presenta-

tions--as an old Chinese proverb goes, "One seeing is better than a 

Robert D. Clyde, "The Impact of Medicare on Hospital Financial 
Statements," unpublished speech presented at the Medicare Conference 
Texas Society of CPAs, Six Flag, Texas, June 5, 1970. 

108 
See Footnote 103, Supra, p. 102. 
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hundred times telling about." Illustrations of the Results of 

Appraisal in a Footnote to a plant fund balance sheet, and in an 

operating fund capital statement with related footnote are shown in 

Exhibits VI and VII. 

EXHIBIT VI 

ILLUSTRATION OF THE RESULTS OF APPRAISAL AS SHOWN IN 
A FOOTNOTE TO A PLANT FUND BALANCE SHEET 

(4) PLANT EVALUATION 

An independent appraisal study of the hospital's plant and 
equipment was completed during 1968. The study included, among 
other things, an evaluation of original cost, estimated useful 
lives and accumulated depreciation. Upon completion of the study, 
the recorded cost of the buildings and equipment was increased by 
$842,000 as of July 1, 1966, and the related accumulated depreciation 
was increased by $109,000, resulting in a net increase of $733,000 in 
the plant fund balance. Depreciation charged against revenues in fiS' 
cal 1967 was increased by $94,000 as a result of the restatements. 

Accelerated Depreciation.--From the beginning of Medicare, it 

appears that a majority of hospitals adopted accelerated methods of 

depreciation, at least for Medicare reporting purposes, in order to 

maximize their reimbursement. Such action proved extremely benefi

cial to many hospitals since it increased cash flow which in turn 

permitted many to finance badly needed improvements out of current 

operating funds rather than utilize capital or debt financing. 

Where hospitals adopted accelerated depreciation for cost re

porting purposes, and continued to record depreciation on the straight-

line basis for financial reporting purposes, a new concept for hospital 
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EXHIBIT VII 

ILLUSTRATION OF THE RESULTS OF APPRAISAL AS SHOWN IN AN 
OPERATING FUND CAPITAL STATEMENT WITH RELATED FOOTNOTE* 

1969 1968 

BALANCE, June 30, 1967, as previously 
reported $11,782,000 

Restatement of hospital plant as of 
July 1, 1966, (Note 2) 220,000 

Retroactive change in depreciation 
methods as of July 1, 1966 (Note 2). (650,000) 

Restatement of Medicare accounts 
receivable as of June 30, 1967, 
(Note 2) 218,000 

BALANCE, beginning of year, as re
stated $12,169,000 $11,570,000 

it 
Medicare items underlined for emphasis. 

FOOTNOTES: 
(2) RESTATEMENTS: 

An independent appraisal study of the Hospital plant and equip
ment was completed during 1969. The study included, among other 
things, an evaluation of original cost, estimated useful lives and 
accumulated depreciation. Upon completion of the study, the recorded 
cost of the buildings and equipment was decreased by $262,000 and the 
related accumulated depreciation was decreased by $482,000, as of 
July 1, 1966, resulting in a net increase of $220,000 in the hospital 
plant. 

In 1969, the hospital changed its method of providing for depre
ciation on hospital plant from the straight-line method to an acceler
ated method, retroactively to July 1, 1966. Additional Medicare rev
enue resulting from this change in depreciation method and from infor
mation in the Medicare cost reports, as filed, has been recognized for 
fiscal years 1967 and 1968. 
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accounting--though old for financial accounting in profit-oriented 

businesses--emerged with Medicare, that of Deferred Medicare Revenue. 

Early in 1969 the Committee on Health Care Institutions of the Ameri

can Institute of Certified Public Accountants considered the question 

of whether a resultant timing difference should be recognized for 

accounting purposes, and whether interperiod revenue allocation should 

be adopted for providers where accelerated depreciation is used for 

purposes of obtaining cost reimbursement, and straight-line deprecia

tion is used for financial statements. On the basis of this review, 

the committee saw its basic task of determining whether the accounting 

concept of matching costs and revenues should be considered applicable 

in identifying depreciation claims for reimbursement purposes. The 

committee concluded 

. . . that the preponderance of evidence indicates, in general, 
a sufficiently clear cost-revenue relationship to warrant match
ing provider cost reimbursement revenues with depreciation 
claimed for reimbursement purposes. This in the normal case 
should require deferring such revenues to the extent related to 
accelerated depreciation claimed but not booked and subsequently 
taking such deferred revenues into income over the years the 
related depreciation is recognized for accounting purposes.109 

Simply stated, the accelerated depreciation allowance creates 

revenues which are properly deferred to future periods. This timing 

concept is not too dissimilar to the deferred tax concept. The amount 

of deferred revenues might be measured by applying the percentages of 

109 
Joe R. Fritzemeyer, "Accounting for Cost Reimbursement Reven

ues Attributable to Depreciation Timing Differences of Providers," 
Journal of Accountancy, July, 1969, p. 65. 
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revenues contributed by the government on the behalf of Medicare 

patients to the difference between depreciation computed on the 

accelerated basis over that on the straight-line basis. In the 

future periods, this deferred revenue would be amortized beginning 

at the point where financial statement depreciation exceeds that 

claimed for Medicare purposes. For proprietary hospitals, this 

timing concept also adds the additional problem of deferring taxes, 

which will be discussed later in this chapter. Some examples of 

statement presentations representing the results of accelerated de

preciation and the related Deferred Medicare Revenue are shown in 

Exhibits VIII through X. 

EXHIBIT VIII 

ILLUSTRATION OF DEFERRED MEDICARE REVENUE ARISING FROM 
ACCELERATED DEPRECIATION IN THE LIABILITIES AND 

FUND CAPITAL SECTION OF A HOSPITAL GEN
ERAL FUND BALANCE SHEET* 

LIABILITIES AND FUND CAPITAL 1968 1967 

Accounts Payable and Accrued Expenses xxxxxxxx xxxxxxxx 

Refundable Medicare Interim Reimburse
ment (Note 2) $196,000 $ 86,000 

Notes Payable xxxxxxxx xxxxxxxx 

Medicare Financing Advance 71,000 71,000 

First Mortgage Serial Bonds xxxxxxxx xxxxxxxx 

Deferred Medicare Revenue arising from 
Accelerated Depreciation 164,000 88,000 

Medicare items underlined for 
emphasis 
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EXHIBIT IX 

ILLUSTRATION OF DEFERRED MEDICARE REVENUE ARISING FROM 
ACCELERATED DEPRECIATION IN A FLOW OF FUNDS STATEMENT* 

FUNDS PROVIDED BY: 1968 1967 

Operations--
Net Income (Loss) $293,000 $158,000 

Charges Not Requiring Funds--
Depreciation and Amortization. . 393,000 302,000 
Write-off of Expendable Supplies 27,000 40,000 

Deferred Medicare Revenue, resulting 
from Accelerating Allowable Costs 
for Current Reimbursement 75,000 88,000 

$788,000 $588,000 

* 

Medicare items underlined for 
emphasis. 

EXHIBIT X 

ILLUSTRATION OF A FOOTNOTE IN A RECENT PROSPECTUS WHEREIN 
DEFERRED MEDICARE REVENUE WAS NOT RECOGNIZED 

NOTE H--CONTINGENCIES 

Operating revenues include amounts estimated by management to 
be reimbursable by Medicare and Medicaid programs under the provi
sions of cost reimbursement formulas in effect. Final determination 
of amounts earned is subject to review by appropriate governmental 
authorities or their agents. In the opinion of management, adequate 
provision has been made for any adjustments that may result from such 
reviews. For certain cost reimbursement purposes, the company has 
used accelerated depreciation methods. Medicare revenues resulting 
from this timing difference have not been deferred. Although the com
pany cannot predict the effect of the possible reversal of such differ^ 
ences, it does not anticipate any significant related effect on future 
revenues. [Emphasis supplied.] 
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Funded Depreciation.--Coincident in many instances with the 

adoption of accelerated depreciation, many hospitals found it de

sirable to fund depreciation charges. Naturally, this funding was 

advantageous regardless of the method of depreciation used. As pre

viously discussed. Medicare regulations provide that investment 

income derived from funded depreciation does not have to be offset 

against allowable interest expenses. The funds designated for funded 

depreciation must be restricted to "planned" uses and should be segre

gated from general operating funds. Amounts can be loaned from the 

funded depreciation account to other hospital funds and the going rate 

of interest charged on these interfund loans is allowable interest ex

pense. Funds designated as funded depreciation must have been so 

designated for a period of six months in order to qualify as such 

under the present regulations. Since 1966 the increasing appearance 

of funded depreciation in hospital balance sheets is obviously a re

sult of Medicare. Some examples of funded depreciation in balance 

sheets are shown in Exhibits XI and XII. 

From the illustrations it may be noted that significant funds 

will probably be accumulated by hospitals in their funded depreci

ation accounts. As a result of this, a new area has presented itself 

for financial management to maximize the return on investment. No 

longer can the hospital controller, administrator, or board of trus

tees be content with putting funds not presently needed into a 

110c A7 
Supra, p. 67. 
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savings account. The management team is faced with the decisions of 

whether to invest in U. S. Treasury Bills, commercial paper, common 

stocks, bonds, real estate, or any other method of investment to 

assure maximization of the return on these funded depreciation funds. 

This is an additional impact of Medicare on the hospital financial 

management process, and the reporting of the management of the invest

ment portfolio. 

EXHIBIT XI 

ILLUSTRATION OF FUNDED DEPRECIATION IN AN INVESTMENTS 
ACCOUNT IN A HOSPITAL BALANCE SHEET 

1969 1968 

INVESTMENTS, At cost which approximates 
current market: 

For General Operations $ 188,000 $ 266,000 

Designated for Plant Replacement and 
expansion (including certificates 
of deposit: 1969, $340,000; 1968, 
$1,025,000) 2,963,000 1,138,000 

$ 3,151,000 $ 1,404,000 

PLANT, PROPERTY AND EQUIPMENT 
At cost (substantially all pledged); 

Land and Land Improvements. . . . 2,392,00 2,392,000 
Buildings and Construction in 

Progress 3,565,000 3,439,000 
Fixed and Movable Equipment . . . 4,506,000 4,292,000 

$10,463,000 $10,123,000 

Less--Depreciation accumulated on 
the straight-line method . . . (6,748,000) (6,227,000) 

$ 3,715,000 $ 3,896,000 
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EXHIBIT XII 

ILLUSTRATION OF FUNDED DEPRECIATION AS PART OF THE 
HOSPITAL PLANT FUND ACCOUNT 

1969 1968 

HOSPITAL PLANT, at cost, (substantially 
all pledged--Note 2): 

Cash time deposits designated for 
construction, remodeling and 
new equipment $ 387,000 $ 368,000 

Land 1,777,000 1,445,000 
Construction in Progress 2,532,000 1,353,000 
Buildings, Structures, and Improve

ments 10,033,000 10,373,000 
Major Movable Equipment 6e Other . . 3,216,000 2,685,000 
Less Accumulated Depreciation . . . (7,379,000) (6,045,000) 

$10,566,000 $10,179,000 

Price Level Depreciation.--In an attempt to disclose the effects 

of inflation on the purchasing power of the dollar, many hospitals, 

but still a small minority, have adopted the practice of providing 

for price-level depreciation. While this matter is of no direct sig

nificance insofar as Medicare is concerned--inasmuch as Medicare does 

not recognize price-level depreciation charges as reimbursable cost--

the practice has received increasing attention since the advent of 

Medicare. Perhaps most of the interest in price-level depreciation 

arises from the conviction of many that reimbursement for depreciation 

charges should be made on a basis other than historical cost; thus, 

indirectly, this possibly is an effect of Medicare on financial pre

sentations. Whether or not price-level depreciation, or depreciation 
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based on replacement cost, will ever materialize in the future is 

doubtful inasmuch as it is not an acceptable method of depreciation 

under the generally accepted accounting principles as promulgated by 

the American Institute of Certified Public Accountants. However, in 

arguments for recovery of cost in current dollars, the American Hos

pital Association in its Principles of Accounting for Hospitals 

actually endorses price-level depreciation accounting, and recommends 

its use in financial recording and reporting. 

Before presenting some illustrations of price-level depreciation 

in financial statements, it is appropriate to note that price-level 

depreciation is not a means of recognizing replacement cost in depre

ciation computations. Rather, it is an attempt to charge depreciation 

dollars at the same purchasing power as the dollars in which revenues 

are stated. This means, for example, that historical cost dollars are 

restated in equivalent current dollars to recognize the inflationary 

shrinkage of purchasing power, rather than recognizing as a cost the 

unadjusted historical cost. It is a method whereby the purchasing 

power originally invested in the facilities is charged as a cost of 

earning revenues. This is in contrast to replacement cost which in

cludes considerations of technological changes as well as changes in 

economic and social priorities which would have an effect on cost of 

replacing certain items of property and equipment. Examples of the 

presentation of price-level depreciation in the financial statements 

are shown in Exhibits XIII and XIV. 

Appendix A, Infra, pp. 221-222. 
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EXHIBIT XIII 

ILLUSTRATION OF PRICE-LEVEL DEPRECIATION IN THE CONSOLIDATED 
FUND BALANCE SHEET 

1969 1968 

FUND CAPITAL: 

Operating Funds (Note 2) $13,467,000 $12,769,000 

Reserve for Price-Level Depreci
ation (Note 1) 645,000 502,000 

$14,112,000 $13,271,000 

Endowment and Annuity Funds 1,332,000 1,000,000 

$15,444,000 $14,271,000 

Recent Development Concerning Property and Depreciation.--Among 

the 1970 proposed changes in the Medicare Law, H. R. 17550, Social 

Security Amendments of 1970, there were included certain items that 

relate to hospital facilities and depreciation that merit mentioning 

at this point. Although the current reporting practices with respect 

to property and depreciation representations are not affected by the 

proposed changes since the law died in the closing moments of the 

1970 legislative session, the proposed changes do suggest that future 

reporting practices in some hospitals will possibly be affected should 

the proposal become law in the current or later legislative sessions. 

The proposal concerns the future acquisition or expansion of facili

ties and the related depreciation thereto. The proposal can best be 

described by the comments in the Reports of the House Ways and Means 
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EXHIBIT XIV 

ILLUSTRATION OF PRICE-LEVEL DEPRECIATION IN A STATEMENT OF 
INCOME, AND RELATED FOOTNOTE AND AUDITOR'S OPINION 

1969 1968 

COSTS AND EXPENSES: 

Professional care of patients . . . $ 5,334,000 $ 4,000,000 
Dietary 635,000 521,000 
Household and property 840,000 781,000 
Administrative and General . . . . 1,333,000 1,195,000 
Depreciation: 

Cost 917,000 966,000 
Price-Level (Note 1) 143,000 101,000 

Interest and Other 265,000 221,000 

$ 9,467,000 $ 7,785,000 

FOOTNOTES: 

(1) Price-Level Depreciation 

The hospital follows the practice of providing additional depre
ciation representing the difference between depreciation computed on 
property adjusted for the effect of changes in the purchasing power 
of the dollar and depreciation computed on the basis of historical 
cost. 

AUDITOR'S OPINION: 

. . . As set forth in Note 1 to the financial statements. Com
munity Hospital adopted the practice of providing depreciation on the 
basis of cost adjusted for the effect of changes in the purchasing 
power of the dollar. Although generally accepted accounting princi
ples presently provide that depreciation shall be based on historical 
cost, we approve of the practice adopted by Community Hospital since, 
in our opinion, it results in a fairer statement of income than that 
resulting from the application of generally accepted accounting prin
ciples . 
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Committee which accompanied H. R. 17550, Social Security Amendments 

of 1970: 

Under Title XVIII depreciation on buildings and equipment, 
and interest on loans used to acquire them, are reimbursable as 
part of the cost of providing services to Medicare beneficiar
ies. Such reimbursement is paid without regard to whether the 
items were constructed or purchased in conformity with any type 
of health facility planning requirement. . . . 

. . .The acceptance of the purposes of State and areawide 
health facility planning has not always been matched by purpose
ful application of the incentives required to achieve the end 
result of such planning. Thus, while a significant amount of 
Federal money is currently being expended under the comprehen
sive health planning provisions of the Public Health Service 
Act in the interest of furthering health facility planning at 
the state and local levels. Federal funds are being expended 
for health services provided under Medicare . . . without re
gard to whether the facilities providing the services are co
operating in such health facility planning. Your committee 
believes it is necessary to assure that Medicare . . . programs 
are consistent with state and local health facility planning 
efforts, in order to avoid paying higher costs unnecessarily in 
the future where these costs result from duplication or irra
tional growth of health care facilities. 

At present, efforts are being made on the Federal, State, 
and local levels to assure that the need for the expansion and 
modernization of health facilities is evaluated, coordinated, 
and planned on a rational and controlled basis. . . . 

To avoid the use of Federal funds to support unjustified 
capital expenditures and to support health facility and health 
services planning activities in the various states, your com
mittee's bill authorizes the Secretary of Health, Education, and 
Welfare to withhold or reduce reimbursement amounts to providers 
of services under title XVIII for depreciation, interest, and, 
in the case of proprietary providers, a return on equity capital, 
related to certain capital expenditures that are determined to be 
inconsistent with State or local health facility plans. [Empha-
sis supplied. ]112 

The Senate Finance Committee supported this item in the proposed 

changes, and it is probably only a matter of time before it becomes 

law. Thus, this proposed legislation impinges on the financial 

112 
Medicare and Medicaid Guide, op. cit., Supplement No. 15, 

May 19, 1970, pp. 27-28. 
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responsibility of the hospital management team; and, in turn, it 

could have some impact on future financial reporting practices with 

regard to property and depreciation accounting. Seemingly, any hos

pital management team should be concerned with this proposed legisla

tion and any future actions concerning this area of discussion should 

be aimed at compliance with the spirit and intent of the law to avoid 

the possibility of reduction or denial of Medicare reimbursement 

amounts. 

Receivables 

Although property accounting and depreciation are possibly the 

areas of greatest importance in the Medicare accounting arena, no 

area on hospital financial statements has been more dramatically 

affected by Medicare than receivables. Since the advent of Medicare, 

receivables have skyrocketed, and Medicare is often used as a crutch 

in attempts to explain why receivables have increased. During the 

early days of Medicare, it was easy to say that, "Medicare is slow in 

paying; therefore, my receivables are up." Seemingly, this statement 

was readily accepted by administrators and by the boards because of 

that "darn Medicare Program and the slowness of government." However, 

today this is usually not the case. 

Receivables are up because of the increased utilization of hos

pital facilities, increased charges to the patients due to rapid 

acceleration of underlying costs, and, in many cases, due to antique 

methods of collection, billing and follow-up. In addition, the 
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commercial insurance carriers are occasionally slow in paying claims. 

Then, too, some hospitals are guilty of contributory negligence by 

incomplete and tardy filing of the claims. Thus, there is a multi

plicity of factors that have contributed to the significant increase 

in receivables since Medicare was introduced. Nevertheless, Medicare 

did have a major effect on receivables. 

Increased receivables in a hospital's financial statements is 

extremely important and often reaches the critical state in the hos

pital's financial affairs. When funds are tied up in receivables, 

they cannot be used; and without cash, payrolls and payables are 

difficult to pay. Accordingly, increased turnover of receivables is 

necessary to keep pace with today's rapid acceleration of costs and 

expenses. One method that hospitals may use to accelerate their cash 

flow and concurrently streamline their claim procedures is the adop

tion of the "PIP" program. This method was previously discussed as a 

113 
provider payment option, and needs no further elaboration at this 

point. However, it is appropriate to state that hospitals should 

make valid consideration towards the use of "PIP" as a means of 

accelerating their cash flow and streamlining their overall Medicare 

claim filing and reimbursement methods. 

In an average hospital. Medicare patients constitute approxi

mately 30 to 40 percent of the total patients. While the patient 

load cannot be equated directly to total revenues, it is obvious that 

a significant part of the total income is derived from Medicare cost 

113, 
Supra, p. 87. 
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reimbursement. Generally, the most significant current asset on the 

hospital balance sheet is receivables; and, yet, it may also be the 

most difficult asset to value, especially Medicare receivables. In 

paying for the care rendered to Medicare patients, the intermediary, 

acting for the federal government, sets up an interim rate or amount 

with the hospital which should approximate the hospital's reimbursable 

cost, and this rate is used to reimburse the hospital on an interim 

basis. Like most estimates of medical service costs, or estimates of 

any cost for that matter, the interim rate is normally incorrect be

cause costs rise faster than expected. At the end of the fiscal 

period, however, an accounting must be made to the government which 

determines total Medicare reimbursable cost. The total reimbursable 

cost compared with the aggregate amount received under the interim 

payment plan should be set up as a receivable from, or a payable to, 

the federal government and taken as a contractual adjustment in the 

income statement. This may be equated to a provision for income 

taxes in a corporation. Financial statements of a corporation can

not be compared without a provision for income taxes; neither can a 

hospital's financial statements be compared unless adequate provi

sion has been made for the annual Medicare adjustment. The differ

ence between final settlement and the interim payments received can 

be very significant, and many qualified opinions have been rendered 

because of these problems. This audit problem will be discussed more 

fully in the next chapter. 
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At the end of any accounting period there are receivables re

corded for services rendered to Medicare patients for which the 

hospital has not been paid. Apparently, a common practice in most 

hospitals is to adjust these accounts to the amount received and to 

write off the difference as a contractual adjustment at the time of 

receipt of payment from the intermediary. If an adjustment is not 

made prior to the receipt of payment, it is obvious that the Medicare 

receivable can be grossly overstated on the balance sheet. Seemingly, 

a more correct method of accounting would be to adjust the Medicare 

receivable to the amount due from the intermediary and concurrently 

record the contractual adjustment at the time the Medicare patient 

114 
is discharged from the hospital. 

Another area related to receivables is the allowance for bad 

debts. Adequate provision for bad debts has always been a problem 

in the valuation of receivables in hospital financial statements. 

Medicare eases that problem somewhat, since bad debts for Medicare 

patients arising from the co-insurance and deductible contracts are 

reimbursable dollar for dollar under the Medicare regulations. It 

is interesting to note that the reserve method for bad debts, while 

a generally acceptable accounting principle under the accrual basis 

of accounting, is not allowable for Medicare purposes. Further, 

only those Medicare accounts actually written off after normal col

lection efforts, are allowed as reimbursable costs. Additionally, 

114 
David J. Faulkner, "The Effect of Medicare on Hospital 

Financial Reports," Pennsylvania CPA Spokesman, June, 1970, p. 8. 
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bad debts from non-Medicare patients are not allowable as a reim

bursable cost--another practice contrary to generally accepted 

accounting principles. These items will be discussed more fully in 

the next chapter in the analysis of those Medicare accounting and 

reporting practices which are contrary to the generally accepted 

accounting principles as promulgated by the American Institute of 

Certified Public Accountants. 

To consider one additional area related to receivables, it 

should be noted that the fiscal intermediary audits the annual re

imbursable cost report. Usually there is a difference between the 

audited settlement which normally occurs some time after year end 

and after the estimated settlement has been recorded. This differ

ence gives rise to a question with respect to the accounting treat

ment for the adjustment: Is it a prior-year adjustment of the fund 

balance, or is it a current-year adjustment? While materiality is 

obviously a factor, an adjustment of this type is a recurring one 

and should be taken in the current year's income statement as sug

gested by APB No. 9: 

Treatment as prior period adjustments should not be 
applied to the normal, recurring corrections and adjustments 
which are the natural result of the use of estimates inherent 
in the accounting process. . . .H^ 

For an illustration of the presentation of receivables in the 

financial statements of hospitals resulting from Medicare, one 

American Institute of Certified Public Accountants, Accounting 
Principles Board, Reporting the Results of Operations, APB No. 9 (New 
York: American Institute of Certified Public Accountants, December, 
1966), p. 116. 
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116 
example was previously shown in Exhibit VII. The example there 

was a "Restatement of Medicare Accounts Receivable" in an Operating 

Fund Capital Statement, which resulted from an appraisal of fixed 

EXHIBIT XV 

ILLUSTRATION OF A MEDICARE RECEIVABLE IN A RECENT PROSPECTUS 
--HOSPITAL BALANCE SHEET AND RELATED FOOTNOTE* 

Assets June 30, 1969 March 31, 1969 
(Unaudited) 

CURRENT ASSETS: 

Cash $ 860,088 $ 988,142 
Notes and Accounts Receivable 

Patient receivables, less 
allowance for contractual ad
justment and doubtful accounts 
of $872,749 and $773,829, re
spectively 2,715,832 2,609,207 

Medicare (Note H) 165,689 212,579 

Other 355,928 303,810 

Supplies 541,645 532,139 

Prepaid Expenses 149,585 182,576 

Total Current Assets . . . . $4,788,767 $4,828,453 

* 

Medicare items underlined 
for emphasis. 

FOOTNOTES: 
NOTE H--CONTINGENCIES 

Operating revenues include amounts estimated by management to be 
reimbursable by Medicare and Medicaid programs under the provisions of 
cost reimbursement formulas in effect. Final determination of amounts 
earned is subject to review by appropriate governmental authorites or 
their agents. In the opinion of management, adequate provision has 
been made for any adjustments that may result from such reviews. . . . 

116 
Supra, p. 106. 
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assets. Other examples of Medicare receivables are shown in Exhib

its XV and XVI. Some other examples of Medicare adjustments to re

ceivables will be shown in the next chapter. 

EXHIBIT XVI 

ILLUSTRATION OF AN ESTIMATED MEDICARE RECEIVABLE AS SHOWN IN A 
HOSPITAL BALANCE SHEET BEFORE PREPARATION OF THE COST REPORT* 

ASSETS 

CURRENT ASSETS: 

Receivables 
Patient Accounts, less allowance 

for doubtful accounts of $10,906 . . . $256,000 

Pledges, Less allowance for doubt-
full pledges of $45,700 (collat
eral for 7% note payable) 173,000 

Estimated Additional Medicare Cost 
Reimbursement 50,000 $479,000 

•k 
Medicare item underlined for emphasis. 

Federal Income Taxes 

In addition to the impact of Medicare on presentations in finan

cial statements with regard to depreciation and receivables, propri

etary hospitals are faced with an additional complication--that of 

federal income tax reporting. Conceivably, one might think that there 

would be three sets of accounting records--one for Medicare reporting, 

one for financial reporting, and one for income tax reporting. How-
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ever, the tax reporting problems applicable to health care facilities 

are those which are equally applicable to all taxable business enti

ties. APB No. 11, Accounting for Income Taxes, published by the 

Accounting Principles Board of the American Institute of Certified 

Public Accountants, governs the reporting and allocation problems of 

income tax, and is applicable to proprietary entities in the health 

care field. 

Seemingly, the most common tax allocation problem applicable to 

hospitals is the utilization of an accelerated depreciation method 

for tax purposes and a straight line method for book purposes. This 

timing difference gives rise to the recognition and recording of de

ferred taxes. A complex situation sometimes occurs with the inter

relationship between the computation of the Medicare reimbursable 

cost report and the provision for federal income taxes. Since the 

cost reimbursement has a definite and sometimes material effect on 

the taxable net income, such calculation must be finalized before 

federal income taxes can be computed. This has presented problems 

because of timing, since Medicare cost reports are oftentimes incom

plete by the filing dates for tax returns. This is particularly true 

with respect to corporate health care facilities that have to file 

their tax return by the 15th day of the third month following the 

close of their fiscal year, whereas the hospital reimbursable cost 

report is due on or before the last day of the third month following 

the close of the provider's accounting period--an extra 15 to 16 days 

grace period for filing the cost report beyond the tax filing date. 
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A further complexity is often encountered when Medicare revenue 

arising from accelerated depreciation is deferred for financial re

porting but the same revenue is not deferred for tax reporting. This 

timing difference in recognizing deferred Medicare revenue and/or de

ferred taxes was previously mentioned in the earlier section relating 

to accelerated depreciation, and an example of the representation of 

Deferred Medicare Revenue was shown in Exhibits VIII and IX at the 

same place. An example of current and deferred taxes on income as 

presented in a Balance Sheet of a recent prospectus with related foot

note is shown in Exhibit XVII. It may be noted that this deferred tax 

item in the exhibit is similar to the same item which would appear in 

any commercial business enterprise having deferred taxes. 

Although Medicare and federal income taxation have no current 

relationship in accounting for not-for-profit hospitals--these hos

pitals are not taxable entities under current law--the subject area 

of federal income tax is not the concern solely of the proprietary 

entities. The ever bothersome question of "non-related business in

come" must be continuously pondered by the not-for-profit hospital. 

The Internal Revenue Service is interested in compensation of hospital-

based specialists, pharmacy sales to other than patients, parking lots, 

cafeterias and coffee shops, gift shops, doctor's offices, cooperative 

laundries, rental property, et cetera. In the event that income from 

any of these hospital operated, but non-patient related, activities 

Supra, p. 108. 
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EXHIBIT XVII 

ILLUSTRATION OF CURRENT AND DEFERRED INCOME TAXES AS PRESENTED IN 
A BALANCE SHEET IN A RECENT PROSPECTUS, WITH RELATED FOOTNOTE* 

December 31, 
1968 

LIABILITIES & STOCKHOLDERS' EQUITY 

CURRENT LIABILITIES: 
Current portion of Long-Term Debt $ 95,865 
Accounts Payable 101,689 
Accrued Liabilities 104,958 
Federal & State Taxes on Income 

(Note 4) 88,092 
Medicare Current Financing--Non-

interest Bearing 50,840 

Total Current Liabilities . . . $ 441,444 

LONG-TERM DEBT, Net of Current Por
tion Shown Above (Note 5) . . . . $2.148.189 

DEFERRED TAXES ON INCOME (Note 4) . . $ 109.800 

ic 
Medicare items underlined for emphasis. 

April 30, 1969 
(Unaudited) 

$ 118,400 
68,346 
75,610 

150,618 

57,720 

$ 470,694 

$2.320.340 

$ 117.800 

FOOTNOTES: 
(4) FEDERAL AND STATE TAXES ON INCOME--

Federal and state taxes on income have been provided in the com
bined financial statements as if each company filed separate tax re
turns using corporate rates in effect for the applicable periods, in
cluding the 10 percent Federal surcharge for the periods since Janu
ary 1, 1968. 

The income taxes on the income of the partnerships are paid by 
the partners. The provision for federal and state taxes on income in
clude the approximate taxes that would have been provided if the in
come had been taxable to the partnerships. 

The companies follow the practice for substantially all of their 
depreciable assets of recording depreciation on the straight-line 
method for book purposes and on the declining balance method for in
come tax purposes. Provision has been made for deferred federal and 
state taxes on income which will be payable when book depreciation ex
ceeds the amounts deductible for tax purposes. 
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becomes subject to tax in the future, then complexities of Medicare 

versus income tax computations will become a reality for the not-for-

profit entities, and at that time Medicare would have an effect on 

the tax reporting problems of all those entities. 

Two additional items which would add to the complexity of this 

Medicare versus income tax situation is the additional reimbursement 

from Medicare for the imputed costs of proprietary salaries, and re

turn on equity capital, inasmuch as these items would not be included 

in the expenses to be deducted from revenue to arrive at taxable in

come. No attempt or conjecture is intended here as to what is the 

solution to the complex computations, and time and space limitations 

of this study do not permit further exploration at this point. 

Effects of Transactions Between Related Entities 

The effects of Medicare on transactions between related entities 

as pertain to financial reporting are "none," provided the transac

tions are all consumated on an arms-length basis. That means--inter

est paid to a related organization, supplies purchased from a related 

organization, pension funds funded through a related organization, 

central purchasing arrangements--all transactions are recorded at 

face value for financial reporting purposes and for Medicare reim

bursement, if, and only i^, they are on an arms-length basis. 

For example, one particular phase of this discussion area per

tains to central purchasing. Discounts, rebates, et cetera are 

often available for quantity or timely purchasing. This is a great 
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advantage of central purchasing agreements. However, the rebates, 

discounts, et cetera must be allocated back to the participating en

tities rather than being retained by the central purchasing agency. 

Accordingly, amounts that are allocated and paid back to the hospi

tals should be recognized in the financial statements and the Medi

care reimbursable cost reports as reductions of expenses rather than 

as miscellaneous income. 

Other transactions between related entities are adequately 

covered in the Provider Reimbursement Manual, HIM-15. as published 

by the Social Security Administration. These transactions are fre

quently not of the arms-length type, and thus they are affected by 

Medicare as to the reporting of the transactions in the financial 

statements. 

Other Medicare Representations in the Financial Statements 

While the previous discussions on the effect of Medicare on the 

presentations in the financial statements of property and depreci

ation, receivables, federal income taxes, and transactions with re

lated entities, have covered the greater portion of the impact of 

Medicare on financial reporting practices, there are several other 

account titles concerning Medicare that were found in hospital finan

cial statements during the research phase of this study. Accounting-

wise, these additional Medicare items are routine in nature, and no 

problem was found in their evaluation or presentations in the finan

cial statements; they are actual accounts resulting directly from the 
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advent of Medicare. In listing these additional items, it is not in

tended that they should be taken as all-inclusive, since there are 

possibly many others that exist. Rather, they reflect only an indi

cation of the type of accounts that one might encounter in a review 

of a hospital's financial statements. 

Refundable Medicare Interim Reimbursement.--This account was 

carried as a current liability and represents either an interim pay

ment to the hospital from the intermediary subject to offset against 

the total reimbursable cost when annual settlement is made, or an ad

vance subject to refund at a later date when the hospital no longer 

needs the loan for current operating capital. Several other titles 

falling into one or the other of these two categories of liabilities 

are: Medicare Current Financing, (Non-interest bearing); Medicare 

Financing Advance; Medicare Advances; and Medicare Advances and 

Refunds. 

Medicare Contractual Allowances.--This account, and a similar 

title. Medicare Allowances, is treated as a contra account to Patient 

Revenue on the income statement. To that extent, it represents that 

amount of the total Medicare patient's bill for which Medicare does 

not reimburse the hospital; that is, it is the Medicare discount 

taken from the total bill to arrive at the amount reimbursable to the 

hospital. Perhaps the significance of this item can best be explained 

by observing its use in a footnote to financial statements, as shown 

in Exhibit XVIII: 
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EXHIBIT XVIII 

ILLUSTRATION OF MEDICARE CONTRACTUAL ALLOWANCES AS EXPLAINED IN 
A FOOTNOTE TO A HOSPITAL INCOME STATEMENT 

(2) MEDICARE CONTRACTUAL ALLOWANCES 

The company has received interim payments under the Medicare pro
gram which are based on its customary charge to private patients. In 
addition, the company has received payments under the Medi-Cal program 
in accordance with the state formula. The company has provided, by a 
charge to income, for the difference between such payments and the 
company's estimate of the amount of reimbursement to be finally deter
mined as a result of government audit. . . . 

Medicare Reimbursement.--This term appeared as the title to a 

footnote in which Medicare reimbursement was explained in a set of 

annual statements in a hospital's second year after it had entered 

the Medicare program. It is included here because of its informative 

disclosure of the nature of Medicare reimbursement. The illustration 

is shown in Exhibit XIX. 

Contingency.--This term is not new to the accountant's vocabu

lary; however, it is included here to introduce a footnote to a 

financial statement under the contingency title. The footnote, which 

explains the contingency of Medicare adjustments, is shown as 

Exhibit XX. 

These last two exhibits, when combined, appear to summarize gen

erally the discussions in this chapter. Many adjustments to, and 

many presentations in, a hospital's financial statements which have 

resulted as part of the impact of Medicare on a hospital's financial 
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EXHIBIT XIX 

ILLUSTRATION OF A FOOTNOTE TO A FINANCIAL STATEMENT EXPLAINING 
THE NATURE OF MEDICARE REIMBURSEMENT 

(1) MEDICARE REIMBURSEMENT: 

In accordance with provisions of the Medicare statutes, the hos
pital will be paid cost [determined in accordance with the Medicare 
Principles of Reimbursement] of services furnished to Medicare bene
ficiaries. Interim payments for such services have been received 
upon filing of individual patient claims with the fiscal intermediary. 

A Statement of Reimbursable Cost for the year ended June 30, 
1967, has been filed with the Medicare fiscal intermediary. The inter
mediary has audited this statement and remitted to the Hospital $80,000 
in partial settlement of the amounts claimed as reimbursable cost. 
This $80,000 has been retroactively reflected in Medicare allowances 
for the year ended June 30, 1967, in the accompanying financial state
ments. Approximately $75,000 additional reimbursement is claimed. 
Collection of this amount is dependent upon the intermediary's inter
pretation of a principle of reimbursement or the success of pursuing a 
claim with the Social Security Administration and its agencies. 

The statement of reimbursable cost for the year ended June 30, 
1968, has not been filed. The additional amounts due to or refundable 
by the hospital resulting from the retroactive adjustment applicable 
to 1968 are not presently determinable. 

reporting practices have been discussed. Some of these items are rou

tine in nature, while others are quite controversial. Nevertheless, 

they are all derived from Medicare, and from its cost reporting re

quirement for reimbursement to the hospital for those services ren

dered to Medicare patients. Still some other adjustments and presen

tations which are contrary to generally accepted accounting principles 

have been mentioned; also, some of the audit and opinion problems con

fronting the independent auditor as he performs his audit of the 
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hospital were mentioned. These latter items will be discussed in the 

next chapter. 

EXHIBIT XX 

ILLUSTRATION OF A FOOTNOTE TO A SET OF FINANCIAL STATEMENTS 
EXPLAINING THE CONTINGENCY NATURE OF MEDICARE ADJUSTMENTS 

Note 1--CONTINGENCY 

Of the operating revenues for the years ended January 31, 1968 
and 1969, and the five months ended June 30, 1969, approximately 8% 
are covered by the Medicare Program of the Federal Government. The 
accompanying financial statements reflect amounts received or receiv
able under the program on an estimated cost basis, but are subject to 
adjustment resulting from the final preparation of the respective Medi 
care cost reports and the audit of such reports by the fiscal inter
mediary. The amount of any such adjustment is not determinable at 
this time but in the opinion of management any adjustment would not 
materially affect the consolidated statement of earnings and, there
fore, no provision for possible losses has been made. 



CHAPTER V 

AUDIT IMPLICATIONS OF MEDICARE REPORTING PROCEDURES WHICH ARE 

CONTRARY TO GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 

In the introductory chapter to this study it was pointed out that 

Statement of Auditing Procedures No. 28, 1957, of the American Insti

tute of Certified Public Accountants, imposes upon the independent 

auditor the responsibility for determining whether any particular 

accounting practice is generally acceptable within any given business 

118 

activity. In this statement, and in the AICPA's Statement of Audit

ing Procedures No. 33, 1963, which recodified all the earlier audit 

pronouncements of the AICPA, there is the implication that definitions 

of generally accepted principles can be assumed only when (1) authori

tative literature defines the practices considered accepted and (2) such 

principles have become generally accepted in practice through the adop

tion by a large majority of those in the particular field, of substan

tially all the recommendations contained in the authoritative litera

ture. 

A number of organizations, groups, and individuals, have con

tributed to studies and recommendations leading up to development of 

uniformity in hospital accounting. Included among these organizations 

118o .-, 1, 
Supra, pp. 11-14. 
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are the American Hospital Association, The Hospital Financial Manage

ment Association, and various state hospital associations. From these 

organizations, several outstanding manuals have been published on hos

pital accounting to encourage uniformity in reporting and in the appli

cation of accounting principles; and, additionally, there are several 

119 

good textbooks on hospital accounting. The procedures and princi

ples set forth in these various manuals and books are reasonably con

sistent, and it can therefore be concluded that accounting principles 

for hospitals have been developed and are generally well defined in 

authoritative literature. Seemingly, the most complete and comprehen

sive set of Principles of Accounting for Hospitals are those published 

by the American Hospital Association which are included in this study 

as Appendix A. 

As to wide acceptance in practice of those principles by a 

"majority of those in the particular field," it seems reasonable to 

conclude that prior to Medicare an apparent majority of hospitals in 

the United States followed practices which did not conform in many re

spects to these recommended principles. This conclusion is reached on 

the basis of prior discussions in Chapter I of this study about the 

general inadequacy or lack of accounting procedures and practices 

119 
A listing of the manuals published by the American Hospital 

Association is included in a footnote at Supra, p. 3. Additionally, 
three textbooks worthy of mention are: Philip Taylor and Benjamin 0. 
Nelson, Management Accounting for Hospitals (Philadelphia: W. B. 
Saunders Company, 1964); L. Vann Seawell, Principles of Hospital 
Accounting (Berwyn, 111.: Physicians' Record Co., 1960); and T. Leroy 
Martin, Hospital Accounting, Principles and Practice (Chicago: Physi
cians' Record Co., 1951). 
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throughout the hospital industry. So, to qualify these principles as 

"generally accepted" is impossible, except to say that the principles 

had been adopted by some hospitals prior to Medicare, and only since 

1966 when Medicare became effective have the majority of hospitals 

found it necessary to adopt the accounting principles. The important 

thing is that the federal government accepted these principles of 

accounting for hospitals as being proper as a basis for the determina

tion of "reasonable cost" for Medicare reimbursement purposes. 

What is required by the generally accepted principles of account

ing for hospitals? Adequate accounting in a hospital requires a more 

complex accounting system than is generally found in a commercial 

business because the hospital operation itself is more complex than 

that of the usual commercial business. Under one roof in even a 

modest sized hospital one can find a hotel, a restaurant, catering 

service and cafeteria, a laundry, a pharmacy, several clinics offer

ing specialized medical services, and perhaps schools for doctors, 

nurses and technologists. Thus, the hospital is composed of many 

diverse functions of service which ultimately have an objective in 

efficiently producing a high quality of patient care; and these 

diverse functions give rise to unusual accounting and reporting situ

ations. Nevertheless, the principles of accounting generally accepted 

as appropriate for hospitals, and as promulgated by the American Hos

pital Association, Appendix A, correspond in most respects with those 

considered appropriate for business enterprises, as promulgated by the 

American Institute of Certified Public Accountants. 
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This statement of general compatibility between the two sets of 

accounting principles seems to be borne out in publications by the 

American Institute of Certified Public Accountants. 

Care should be taken to make it clear that, as applied to 
accounting practice, the word principle [emphasis supplied] does 
not connote a rule from which there can be no deviation. An 
accounting principle is not a principle in the sense that it ad
mits of no conflict with other principles. In many cases the 
question is which of several partially relevant principles has 
determining applicability. 

. . . The sources for determining whether an accounting 
practice has substantial authoritative support are: 

1. Is the practice commonly found in business? This does 
not follow from the mere fact that a practice exists, but from 
the fact that experience of the business has demonstrated that 
the practice produces dependable results for the guidance of 
management and for the information of investors and others. 

120 
• • • 

Also, 

Generally accepted accounting principles evolve and change. 
Pronouncements issued by authoritative bodies of the American 
Institute of Certified Public Accountants give recognition to 
such changes. The first reporting standard contemplates that 
the independent auditor will be alert to such pronouncements. 
He must also be alert to changes which become acceptable through 
common usage by business although not a subject of an Institute 
pronouncement.12^ 

Thus, in view of the above statements on the applicability of 

generally accepted accounting principles, and the authoritative lit

erature from the American Hospital Association, the accounting prac

tices used by hospitals in conformity with the AHA directives does 

120 
Paul Grady, Inventory of Generally Accepted Accounting Prin

ciples for Business Enterprises (New York: American Institute of Cer
tified Public Accountants, 1965), pp. 50-52. 

121 
American Institute of Certified Public Accountants, Committee 

on Auditing Procedures, Statement of Auditing Procedures. No. 33, 
op. cit., p. 41. 
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seem to be the acceptable standard for hospital accounting, except as 

hereinafter indicated. Nevertheless, there are several areas in ac

counting for hospitals, all accepted or directed by Medicare account

ing requirements, that lack conformity with the generally accepted 

accounting principles. 

Where the departure from generally accepted accounting princi

ples or the lack of consistency in applying the principles has a sig

nificant effect upon either the balance sheet or the results of oper

ations, it is just possible that the financial statements of hospit

als, and the reimbursable cost report, as prepared for Medicare cost 

reimbursement purposes d£ not present fairly the financial position 

and the net income or loss of the reporting hospitals as they would 

traditionally be reported using "Generally Accepted Accounting Prin

ciples," and following "Generally Accepted Auditing Standards" of re

porting for business enterprises. This is the general hypothesis of 

122 
this dissertation as previously stated in the introductory chapter. 

Where there is a significant or material effect on the hospitals' 

financial statements as a result of the use of hospital and/or Medi

care accounting procedures, it will be necessary for the auditor to 

qualify an opinion or express an adverse opinion. Some of these 

most significant areas of non-conformity to "Generally Accepted 

Accounting Principles" will now be discussed. 

122„ 
Supra, p. 26. 
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Medicare Reporting Procedures that Are Questionable or 
Lack Conformity with Generally Accepted Account

ing Principles 

The Committee on Health Care Institutions of the American Insti

tute of Certified Public Accountants in its exposure and re-exposure 

123 
drafts of Hospital Audit Guide concluded that hospital financial 

statements should be prepared in accordance with "generally accepted 

accounting principles" for commercial enterprises, notwithstanding 

any hospital or Medicare reporting requirements to the contrary. 

Accordingly, 

Accounting Principles Board Opinions and Accounting Research 
Bulletins which are presently in effect should be applied in 
accounting for hospitals except when they are clearly inappro
priate. Hospitals should modify their accounting and reporting 
practices to conform to APB Opinions . . . except for pronounce
ments which are deemed inappropriate for purposes of reporting 
financial information of hospitals.124 

This stated position of the Committee on Health Care Institu

tions of the AICPA was taken in view of the fact that financial 

statements of hospitals dô  present the financial position and re

sults of operations, and are increasingly being used by credit grant

ors, governmental agencies, and the community. The committee recog

nized that the Principles of Accounting for Hospitals, (Appendix A), 

as published by the American Hospital Association, are generally com

patible with "Generally Accepted Accounting Principles" and the audit 

123 
Supra, p. 14. 

124 
American Institute of Certified Public Accountants, Committee 

on Health Care Institutions, Hospital Audit Guide, Re-exposure Draft 
(New York: American Institute of Certified Public Accountants, Janu
ary 22, 1971), pp. 4-5. 
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guide. However, there are two accounting procedures suggested by the 

"Principles of Accounting for Hospitals," which were reported by the 

committee as presently not being in accordance with "Generally Accepted 

Accounting Principles"; and, therefore, they are not acceptable. These 

two unacceptable procedures are: (1) Depreciating property, plant and 

equipment on the basis of current replacement cost; and (2) carrying 

long-term security investments at current market value. This latter 

point is currently being studied by the Accounting Principles Board; 

and, inasmuch as it has no relationship to Medicare reporting, it will 

not be discussed further in this study. On the other hand, the first 

point concerning depreciation of plant and property is directly re

lated to Medicare reporting as one of the major principles of reim

bursement; and it bears further discussion. 

Depreciation Based on Assets Recorded at Other Than Historical Cost 
to the Hospital 

An appropriate allowance for depreciation on all depreciable 

assets used to render services covered by the Medicare program is an 

allowable cost as provided for in the principles of reimbursement. 

Further, depreciation is essentially on an historical cost basis; and, 

so long as the depreciation is based on the historical cost of the 

property as recorded in the hospital books, there is no difference 

between Medicare or hospital accounting for depreciation and that 

prescribed by "Generally Accepted Accounting Principles." However, 

in accounting for fixed assets relative to Medicare reimbursement, 

the principles of reimbursement provide that where historical cost 



140 

records are not available for assets acquired prior to the advent of 

Medicare, an appraisal of historical cost is acceptable, or an op

tional allowance in lieu of such depreciation is acceptable. The op

tional allowance in lieu of depreciation is based on a percentage of 

operating costs and bears no relationship to the actual depreciable 

assets in use by the hospital. This optional allowance began at five 

(5) percent of operating costs for the hospital's fiscal year 1966-67, 

and reduces by one-half of one percent each successive year until 1975 

when it becomes zero. 

Also, if there were fully or partially depreciated assets still 

in use by the hospital when Medicare began, depreciation could still 

be taken for Medicare reimbursement purposes by depreciating appraisal 

values of those assets over newly estimated useful lives. Further, 

depreciation is allowed on donated assets and on those assets financed 

with public funds, even though there is little or no actual cost basis 

to the hospital. 

The principles of reimbursement governing depreciation as an 

125 
allowable cost were previously shown in Chapter I of this study, 

and the depreciation options as well as the impact of depreciation 

policies on the presentations in financial statements were discussed 

126 
in the last two preceding chapters. Now, the point of discussion 

is focused on depreciation which is based on other than historical 

125^ 
Supra, p. 20. 

126 
Supra, pp. 66-69, 103-117. 
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cost and which lacks conformity to generally accepted accounting 

principles. There is no conflict in the use of depreciation as an 

operating expense; the controversy lies in the basis of its compu

tation, the method of computation, and the estimated depreciable 

lives of the assets being depreciated. 

Seemingly, the root of the controversy is in the definition of 

depreciation as used by the parties to the controversy. The Commit

tee on Accounting Procedure of the American Institute of Certified 

Public Accountants describes depreciation as an allocation of prior 

historical cost in this manner: 

The cost of a productive facility is one of the costs of 
the services it renders during its useful economic life. Gen
erally accepted accounting principles require that this cost 
be spread over the expected useful life of the facility in 
such a way as to allocate it as equitably as possible to the 
periods during which services are obtained from the use of the 
facility. This procedure is known as depreciation accounting, 
a system of accounting which aims to distribute the cost or 
other basic value of tangible capital assets, less salvage (if 
any), over the estimated useful life of the unit . . . in a 
systematic and rational manner. It is a process of allocation, 
not of valuation. 1-2' 

The word "cost" as used in the above quotation is interpreted 

to mean the historical cost of the asset to the entity using the 

asset; that is, ". , . 'Cost' is the amount of cash or equivalent 

128 
given to acquire the property. . . . " This interpretation of 

127 
American Institute of Certified Public Accountants, Committee 

on Accounting Procedures and Accounting Terminology, Accounting Re
search and Terminology Bulletins, Final Edition (New York: American 
Institute of Certified Public Accountants, 1961), p. 76. 

128 
C. Rollin Niswonger and Philip E. Fess, Accounting Princi

ples, 10th Ed. (Cincinnati: Southwestern Publishing Company, 1969), 
p. 353. 
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"cost" is strengthened by a statement of the Accounting Principles 

Board of the AICPA concerning appraisal values which reads as fol

lows : 

The Board is of the opinion that property, plant and 
equipment should not be written up by an entity to reflect 
appraisal, market or current values which are above cost to 
the entity. . . . [However,] whenever appreciation has been 
recorded on the books, income should be charged with depreci
ation computed on the written up amounts.129 

Thus, in view of the above opinion of the Accounting Principles 

Board, the practice of recording appraisal values in the accounting 

records is not generally acceptable; rather it is directly contrary 

to generally accepted accounting principles. Further, financial 

accounting theory holds that if the appraisal values are reflected 

in the records that such values should be identified and maintained 

separately from historical cost values so as not to be misleading to 

the user of the financial statements. Also, depreciation based on 

appraisal values is not an allowable expense for federal income tax 

purposes, since the tax basis for depreciation is the cost of the 

property to the taxpayer or the adjusted basis of the property in 

recognition of gain. This factor could further complicate the in

come tax adjustments by the proprietary hospitals previously dis

cussed in the last chapter. 

On the other side of the controversy. Medicare regulations 

treat depreciation as a payment to provide funds for the maintenance 

129 
American Institute of Certified Public Accountants, Account

ing Principles Board, Opinions of the Accounting Principles Board, 
No. 6 (New York: American Institute of Certified Public Accountants, 
October, 1965), p. 42. 
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and preservation of the productive capacity of the assets. 

It is the function of payment of depreciation to provide funds 
which make it possible to maintain the assets and preserve the 
capital employed in the production of services. Therefore, ir
respective of the source of financing of an asset, if it is 
used in the providing of services for beneficiaries of the pro
gram, payment for depreciation of the asset is, in fact, a cost 
of the production of those services. Moreover, recognition of 
this cost is necessary to maintain productive capacity for the 
future. An incentive for funding of depreciation is provided in 
these principles by the provision that investment income on 
funded depreciation is not treated as a reduction of allowable 
interest expense. . . .130 

Notwithstanding this classification of depreciation for Medi

care reimbursement purposes as a payment to provide for the main

tenance and preservation of the hospital's productive capacity, the 

Medicare regulations do recognize the accounting profession's defi

nition of depreciation as ". . . that amount which represents a por

tion of the depreciable asset's cost or other basis which is alloca-

131 
ble to a period of operation. . . . " [Emphasis supplied]. Thus, 

the conflict can be narrowed to those depreciable values included in 

that all-inclusive but elusive term "other basis." 

Since the beginning of Medicare most hospitals apparently have 

explored fixed assets as an area for maximizing Medicare reimburse

ment. At the start of Medicare there was little or insufficient 

time to obtain appraisals for the first reporting period, and numerous 

130 
U S Department of Health, Education, and Welfare, Social 

Security Administration, Principles of Reimbursement . . . (HIR-4), 
par. 405.418(b), as quoted in Medicare and Medicaid Guide, op. cit.. 
par. 4515. 

131 
U S Department of Health, Education, and Welfare, Social 

Security Administration, Provider Reimbursement Manual (HIR-15), as 
quoted in Medicare and Medicaid Guide, op. cit., par. 4610. 
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hospitals used the allowable five percent of operating costs as an 

optional allowance in lieu of depreciation. This basis clearly does 

not conform to the objectivity required for determination of depreci

able values; and, as a consequence, the net income (loss) on the 

financial statements was misstated by the amount of the difference 

between the five percent figure used in the statements and the unde

terminable amount that should have been based on historical cost 

values. It is recognized that this optional allowance in lieu of 

depreciation is an interim measure that decreases each year by one-

half percentage points until it is completely phased out by 1975; and 

it is also recognized that any reasonable amount, such as the five 

percent of operating costs, is probably a closer approximation to the 

appropriate amount than would have existed had no allowance been used. 

Possibly, this is the logic behind its permissible use by Medicare as 

an allowable cost. Nevertheless, its use does not conform to gener

ally accepted accounting principles; and whether or not any misstate

ment of income would be material in amount so as to require a quali

fied auditor's opinion is anyone's guess. 

Once hospitals obtained appraisals of their fixed assets in 

their attempt to maximize Medicare reimbursement--either to establish 

a depreciable cost basis where no records existed, and/or to reesti-

mate the expected future useful lives of those assets fully or par

tially depreciated--an a priori assumption would indicate that the 

appraisal results were entered in the books of the hospital inasmuch 

as Medicare requires depreciation and the depreciable basis of the 
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assets be identifiable and recorded in the hospitals' accounting 

records. Remembering that these appraisals were to be at historical 

cost, the results obtained in the first year of Medicare were some

what amazing. There were instances where the net book value of the 

132 
fixed assets were increased by fifty percent. Numerous financial 

statements appeared showing a balance sheet caption such as "Fixed 

Assets, at Cost or Appraised Value" with a corresponding account in 

the Equity or fund balance section indicating the Appraisal Surplus 

[Capital]. Two examples of appraisal increases of fixed assets were 

133 
previously shown in Exhibits VI and VII in the last chapter --one 

appraisal increase in the net amount of $733,000 and the other in 

the net amount of $220,000. The appraisal increase of $733,000 re

sulted in an increase of $94,000 in the allowable depreciation ex

pense for the hospital in 1967; and, assuming a Medicare patient to 

total patient ratio of 30 percent, this additional depreciation ex

pense resulted in additional Medicare reimbursement in excess of 

$28,000--a very significant increase in revenue and cash flow. 

The Medicare regulations require an appraisal of historical 

costs as of the date of acquisition or construction, not at current 

market or replacement value. If the appraisal is correct, it should 

be recorded as a correction of prior years' accounting, not as a 

write-up of the fixed assets. Extreme care should be exercised 

132 
David J. Faulkner, op. cit., p. 9. 

133 
Supra, pp. 105-106. 
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in the treatment of these items in the accounts. In many instances 

the appraisals recorded in the hospital accounting records and re

flected in the financial statements were not acceptable at the time 

of the intermediary audit because of obvious errors in compilation 

and failure of those performing the appraisals to use accurate his

torical cost data. This problem of asset appraisals has been a con

tinuing controversy, particularly the effect of revaluing the assets 

and changing the useful life of the assets; and in a recent develop

ment, the Department of Health, Education, and Welfare issued a 

directive which states that an appraisal cannot generate amounts 

higher than those used for federal income tax purposes. 

The directive clarified and restated a prior directive of 

August, 1969, which had stated in effect that where an appraisal of 

a provider's assets is necessary because its property records do not 

adequately reflect the cost of the facility, the intermediary will 

recognize the appraised cost for reimbursement purposes, but not to 

exceed the cost basis of these assets used for federal tax purposes. 

The appraised historical cost must be supported by original documents 

as primary evidence, when available, or at least by the provider's 

federal income tax return, constituting secondary evidence. Since 

only proprietary entities are subject to federal income taxation, it 

is obvious that the directive excluded the not-for-profit hospitals 

134 
Department of Health, Education, and Welfare, Intermediary 

Letter, No. 70-40, December, 1970, as quoted in Medicare and Medicaid 
Guide, op. cit., par. 26233. 
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which constitute a majority of the hospitals within the United States 

--the directive specifically made reference to "asset values for pro

prietary providers determined by appraisals" but made no mention of 

not-for-profit providers. Does this omission of a reference to not-

for-profit entities mean that they can still use appraisal values 

above historical cost as a basis for depreciation? By inference, it 

would seem that it could be so interpreted. 

The clarifying directive excluded minor equipment from the limi

tation of values used for income tax purposes. Because the inventory 

of minor equipment may not truly reflect the cost of equipment pur

chased and in use by the providers, and the differences in capitali

zation policies among providers cause variations in the recorded 

costs of assets considered depreciable, the Medicare program will 

recognize an appropriate adjustment to the inventory costs of the 

minor equipment assets to recognize the additional assets included, 

and will permit the depreciation of the remaining cost over the re

maining useful lives of the assets. That is, minor equipment that 

has previously been expensed at the time of purchase may now be 

picked back up on the books and expensed through depreciation over 

the remaining useful life of the equipment. 

Further, the directive reaffirmed the policy that providers may 

change the useful lives of assets in use prior to 1966, and appropri

ately adjust the accumulated depreciation applicable to the historical 

cost of the asset involved. The effect of such changes is to change 

the undepreciated amount of the historical cost for Medicare purposes. 
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Thus, the adjustment permits the amount that may be claimed to be 

much greater than the actual historical cost. Another factor affect

ing the net book value at the time of entrance into the Medicare pro

gram is the method of depreciation previously employed. If an accel

erated method was used, the pre-Medicare depreciation can be recom

puted by using the straight-line method. Thus, the pre-Medicare 

depreciation allowance account is reduced and the net book value 

depreciable for Medicare purposes is increased. An example of the 

increase in depreciable value was illustrated in the earlier discus-

135 
sion of depreciation options; however, another example will 

vividly illustrate the dramatic effect of a combination of an exten

sion of the useful life and recomputation of depreciation by the 

straight-line method where double-declining-balance had previously 

been used on the books. Assume an original cost of $10,000 for an 

item of equipment with an estimated life of eight years, and the 

double-declining-balance (DDB) method of depreciation has been used 

for four years since purchase of the asset. Further assume the 

asset has a new estimated life of twelve years after purchase. 

Original Cost (assumed) $10,000 

Less Accumulated depreciation--
(4 years DDB @ 25% per year) (6,836) 

Book Value before adjustment $ 3,164 

Accumulated Depreciation for Medicare Purposes: 
Original Cost $10,000 
Less Salvage (Estimated) . . (1,000) 
Basis for computing accumulated depreciation. . $ 9,000 

135, 
Supra, p. 65. 
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Adjusted Accumulated Depreciation: 
4/12 X $9,000) $ 3,000 

Adjusted Historical Cost: 
Historical Cost (original) $10,000 
Less Adjusted Accumulated Depreciation . . . . (3,000) 

Adjusted Historical Cost basis for future 
DDB method of depreciation $ 7,000 

From this simple example, the ease by which a book adjustment 

can more than double the depreciable book value is evident. Further, 

the increased book values permit the eventual recovery of approxi

mately 140 percent of original cost. 

One final point in the recent directive that should be men

tioned is the date of application of the policy announced therein. 

Where a proprietary provider has increased the historical cost basis 

of its assets to an amount in excess of the historical cost basis 

used for federal income tax purposes, a redetermination of allowable 

costs and the historical basis must be made for cost reporting peri

ods beginning on or after January 1, 1970; however, for cost report

ing periods beginning before January 1, 1970, no redetermination of 

allowable costs for the reporting periods is required because of the 

administrative problems inherent in the application of the directive. 

Thus, to proprietary providers the door is closed as to the adjust

ment in the books to reflect appraisal values in excess of historical 

cost; however, the option to increase the net book value through an 

adjustment of prior depreciation, or through the extension of the 

estimated useful lives of the assets are available to those entities 

who are coming under the program for the first time, or to those 
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already under the program who have not as yet completed their 

appraisal adjustments of pre-1966 assets. Further, the question as 

to the applicability of the adjustments to not-for-profit hospitals 

is not clearly stated. 

To summarize the Medicare depreciation policies and procedures 

as they relate to generally accepted accounting principles, there is 

no conflict so long as depreciation charges are limited to the allo

cation and recovery of original historical cost. However, the prac

tice of using the "other bases" of assets for depreciation as dis

cussed herein creates a reasonable doubt as to the conformity with 

generally accepted accounting principles. In the first place, the 

optional allowance based on a percentage of other operating costs in 

lieu of depreciation is without question contrary to generally 

accepted accounting principles since it has no relationship to the 

assets in use by the hospital. Secondly, the use of appraisal val

ues in excess of historical costs, and the extension of the useful 

lives and/or the recomputation of the prior depreciation charges 

which permits the allocation and recovery of costs in excess of orig

inal historical costs, violates the principle of matching historical 

costs with revenue since the increased book values resulting from 

the adjustments have no actual cost basis. The adjustment is merely 

an accounting entry which lacks the objective verifiable evidence of 

a business transaction. 

It is agreed that the restatement of asset lives to coincide 

with the beginning of the Medicare program does probably result in 
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a more accurate accounting measurement in terms of current costs of 

patient care, particularly during a period of spiraling costs; but 

the same amounts of excess costs would still be recoverable even in 

a recessionary period of declining prices. It is understandable why 

most hospitals have taken advantage of the opportunity to recover in 

advance the future costs of maintaining or reproducing their produc

tive capacity. Such practice does conform to Medicare's definition 

of depreciation as a payment to provide funds for the maintenance of 

the hospital's productive capacity for the future, provided the funds 

so derived are used for that purpose in the future. Still, such prac

tice does not conform to generally accepted accounting principles; 

and, accordingly, a qualified or adverse opinion by the auditor 

should result when the effect of the practice results in a material 

misstatement of the financial position or the results of operations 

of the hospital. These audit implications will be discussed later 

in this chapter. 

The Treatment of Bad Debts As a Deduction from Revenue Rather Than 
As an Expense 

Any method of treating bad debts in a hospital's income state

ment can cause even the most discriminating reader of financial re

ports to misinterpret the item at times. In hospital accounting, 

the bad debts account has been treated generally as a deduction from 

revenue in the income statement, rather than as an operating expense. 

This treatment as a deduction from revenue may be due primarily to 

the tendency to ignore bad debts as an item of hospital cost, but 
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some of the difficulty of handling the bad debts account stems from 

the use of the accrual basis of accounting. 

. Although the cash basis of accounting is not generally accept

able, when it is used, the presentation of bad debts is no problem 

because revenue is not recognized until cash is received; and, in 

effect, all revenue transactions are recorded at the time of the 

collection of cash without regard to the period in which the revenue 

is earned. On the other hand, the accrual basis of accounting recog

nizes revenue as earned or as the service is rendered. Revenue can 

be recorded at the gross or net amounts; however, the recording of 

revenue at its net amount can be accomplished only if the part of 

the hospital's rates which will not be collected is known while 

the service is being rendered. Charity allowances, policy discounts, 

contractual adjustments, and other administration-approved rate de

ductions are discernible while service is being performed; but that 

is not the case with bad debts. 

It is axiomatic that established rates intended for collection 

are recorded at gross charges and not something less. If the full 

rate is not paid after reasonable collection efforts because the 

patient leaves town, declares bankruptcy, dies without an estate, 

or simply reneges on his promise to pay, an expense of doing business 

has to be recognized. Credit granting by the modern hospital is part 

of the current concept that competitive forces require credit exten

sion as a part of necessary operations. This, in turn, essentially 

makes bad debts part of the cost of doing business on a credit basis. 
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After all, the cost of the services rendered to the delinquent debt

ors is still part of the total cost of operating the hospital. 

What do the major governing bodies in the hospital accounting 

arena have to say about the treatment of revenue and bad debts. The 

American Institute of Certified Public Accountants defines revenue 

as the " . . . results from the sale of goods and the rendering of 

services and [it] is measured by the charge made to customers . . . 

136 
for goods and services furnished to them. . . . " Further, the 

AICPA Committee on Health Care Institutions in their Re-exposure 

Draft of the Hospital Audit Guide states that 

. . . patient service revenues should be reported at estab
lished rates, regardless of whether the hospital expects to col
lect the full amount. Revenues should be reported on an accrual 
basis in the period when services are provided. . . . 

Charity allowances and other arrangements for providing serv
ice at less than established rates should be reported either sepa
rately from gross revenues under "deductions from gross revenues" 
or by some other disclosure, . . . on an accrual basis.137 

The position taken by the American Hospital Association, and by 

Medicare, with respect to the recognition of revenues is essentially 

the same as that stated above by the AICPA; and it needs no further 

discussion. There is also unanimity in the treatment of charity 

allowances, contractual adjustments, et cetera, as deductions from 

revenues. However, there is general conflict, even within the account

ing profession, as to the proper treatment of bad debts. Is it an 

136 
American Institute of Certified Public Accountants, Committee 

on Accounting Procedures and Accounting Terminology, op. cit. , Termi
nology Bulletin No. 2, November, 1955, p. 34. 

137 
American Institute of Certified Public Accountants, Committee 

on Health Care Institutions, Hospital Audit Guide, op. cit.. p. 7. 
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operating expense, or is it a deduction from revenue? It is noted 

that the same net income, before adjustments, will result from either 

treatment in the income statement; however, the method by which bad 

debts are treated in the income statement does make a difference for 

Medicare reimbursement purposes. 

The American Hospital Association has been the leader and pio

neer in the development of principles of accounting for hospitals. 

Accordingly, its position with respect to bad debts will be the first 

discussed. In the AHA's "Principles of Accounting for Hospitals," 

bad debts is covered in the section entitled "Deductions from Rev

enue," as follows: 

In many instances, the hospital receives less than its 
full established rates--sometimes nothing--for the services it 

. renders. It is essential that accounting information reflect 
both the potential gross revenue and revenue "losses" resulting 
from inability to collect established rates for services pro
vided. These revenue "losses," called Deductions from Revenue, 
are of five basic types: 

1. Charity Service. . . . 
2. Contractual Adjustments. . . . 
3. Policy Discounts. . . . 
4. Administrative Adjustments. . . . 
5. Provision for Bad Debts. This deduction represents 

the estimated amount of accounts receivable likely to 
be credit losses. 

All of the above items should be recorded and reported as 
direct deductions from gross revenue rather than as expenses.138 

It is noted that the bad debts account is a "Provision for Bad 

Debts" rather than an actual loss account, and this implies the ac

crual basis of accounting. The AHA does recommend that the "Provi

sion for Bad Debts" account be charged, periodically on the accrual 

138 
Appendix A. 
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basis, with an estimated amount of the accounts and notes receivable 

that are likely to be credit losses. The estimated amount of bad 

debts may be based on an experience percentage applied to the accounts 

receivable balance or the amount of patient charges during the period, 

139 or it may be based on aging and analysis of the patients' accounts. 

Moving on to the Medicare policy with respect to bad debts, the 

Medicare Principle of Reimbursement. No. 1-3, states that: 

Bad debts, charity, and courtesy allowances are deductions 
from revenue and are not to be included in allowable costs; how
ever, bad debts attributable to the deductibles and coinsurance 
amounts [of Medicare patients] are reimbursable under the pro
gram. 1̂ 0 

Thus, Medicare includes bad debts in the classification "Deduc

tions from Revenue" along with the other deductions, as did the Ameri

can Hospital Association. Although bad debts are deemed to be non-

allowable costs, the Medicare program will reimburse a hospital for 

deductibles and coinsurance amounts which the hospital has been un

able to collect from Medicare patients and which qualify as bad debts 

by the direct charge-off method after a reasonable collection effort 

has been made. Thus, for Medicare accounting purposes, deductibles 

and coinsurance amounts which a hospital has been unable to collect 

are to be reported as bad debts only in the reporting period in 

which the specific bad debts are held to be worthless. " . . . Bad 

139 
American Hospital Association, Chart of Accounts for Hospi

tals , op. cit., p. 96. 
140 

U. S. Department of Health, Education, and Welfare, Social 
Security Administration, Principles of Reimbursement . . . , op. cit.. 
par. 405.420. 
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debts expense computed by use of the reserve method are not allow

able bad debts under the Program. . . . " So, where a hospital 

uses the provision for bad debts procedure to estimate the uncol

lectible amounts for financial reporting purposes as recommended by 

the American Hospital Association, only the specific uncollectibles 

from Medicare patients which are charged against the Allowance for 

Bad Debts can be used as a Bad Debt Expense for Medicare purposes. 

Here an anomaly exists in the Medicare principles. The accrual 

basis of accounting is required by Medicare, as was earlier dis-

142 
cussed in this study; and, yet, the use of the accrual basis to 

estimate the provision for uncollectible accounts receivable is 

denied. 

Further, another anomaly seemingly exists in the separation of 

the uncollectible accounts into two opposing classifications--the 

treatment of bad debts arising from non-Medicare patients as non-

allowable costs and as a deduction from revenue, and the treatment 

of bad debts from Medicare patients as an allowable bad debts ex

pense. This split classification does not seem to be consistent 

with the Medicare requirement that the rate structure used by the 

hospital for charging patients be applied across-the-board to Medi

care and non-Medicare patients alike. 

141 
U. S. Department of Health, Education, and Welfare, Social 

Security Administration, Provider Reimbursement Manual, op. cit., 
par. 320. 
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It is agreed that this prescribed treatment of bad debts is 

probably in accord with the intent of Congress that the costs of 

services rendered to individuals covered by Medicare not be borne 

by those not covered; and, conversely, that the costs of services 

rendered to non-Medicare patients not be borne by the Medicare pro

gram. Notwithstanding this reference to the intent of Congress, 

the point of concern here is the conflict between Medicare report

ing practices and generally accepted accounting principles. 

What is the position of the American Institute of Certified 

Public Accountants in particular, and the accounting profession in 

general, with respect to the treatment of bad debts? In the intro

ductory chapter to this study, it was noted that prior to Medicare 

the AICPA had little or no involvement in hospital accounting pro

cedures nor in financial reporting practices. Nevertheless, the 

accounting profession at large has traditionally assumed the posi

tion that " . . . bad debts are usually shown as an expense rather 

143 
than as a direct reduction of sales. . . . " Furthermore, most, 

if not all, the leading textbooks in "Principles of Accounting" 

treat bad debts as an expense item in the income statement; and 

only rarely are bad debts mentioned as possible deductions from 

sales. Finney and Miller, authors of a series of textbooks on 

"Principles of Accounting" which have been generally considered as 

"America's Accounting Standard," stated the situation similar to 

the quotation above: 

143 
Paul Grady, op. cit., p. 77. 



158 

Bad debts are usually classified as an operating expense 
in the income statement; however, some accountants advocate 
reporting them contra to sales, along with sales discounts and 
returns and allowances. 

Thus, it would seem that although the Accounting Principles 

Board of the American Institute of Certified Public Accountants has 

not formally rendered an opinion as to the "proper" treatment for the 

handling of bad debts in the income statement, the preponderance of 

evidence seems to support the conclusion that the treatment of bad 

debts as an expense is a generally accepted accounting principle. 

It is recognized that this position as stated has general applica

tion primarily in accounting for business enterprises; however, is 

not a proprietary hospital a business enterprise? The answer is obvi

ous; and, if it is applicable for a proprietary hospital, is it not 

equally applicable for a not-for-profit hospital? Perhaps the 

answer to this latter question is not so obvious. Even though a 

hospital might carry the !'not-for-profit" classification, it is still 

a business enterprise. 

Good accounting practice dictates that revenue be recorded sepa

rately and in properly classified accounts at fully established rates. 

This is the unanimous position of all parties. Good accounting prac

tice also dictates that deductions from revenue be recorded in prop

erly classified accounts and that deductions from revenue be those 

items management did not intend to collect at established rates. 

144 
Glenn L. Johnson and James A. Gentry, Jr., Finney and Miller's 

Principles of Accounting, Introductory, 7th Ed. (Englewood Cliffs, 
N. J.: Prentice-Hall, Inc., 1970), p. 184. 
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Hospitals rarely expect to collect all of the bill from a patient 

who is known to have difficulty in paying at the time service is 

rendered. Such non-collectible services are a form of charitable 

allowance or community responsibility rather than bad debts. On the 

other hand, most bad debts occur subsequent to the rendering of care. 

Only a small fraction of the bad debts are seemingly attributed to 

the deadbeat element of society, even though the measurement of bad 

debts is aggravated by the fact that bad debts and charity allow

ances are often indistinguishable. 

The expense the hospital incurs in collecting accounts along 

with payments to collection agencies is treated as an allowable cost 

along with other administrative expenses. Thus, bad debts and col

lection expenses are interrelated. For example, high collections ex

pense is usually associated with low bad debts expense, and vice 

versa. In any event, it seems logical that the entirety be classi

fied as an operating expense. Further, it seems logical that ulti

mately, bad debts should be treated in the financial statements to 

suit both hospital financial reporting needs and Medicare and other 

third party reimbursement influences. 

Since the advent of Medicare, the accounting profession has 

been forced to become involved in hospital and Medicare accounting 

and reporting problems. The AICPA Committee on Health Care Institu

tions, which was formed about the time that Medicare became effec

tive, in its Re-exposure Draft of the Hospital Audit Guide has 

See discussion, Supra, pp. 13-14. 
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proposed a tentative answer to the question as to how the bad debts 

should be handled. The tentative position is stated as follows: 

Deductions from revenue include allowances and provision 
for uncollectible accounts. . . . The provision for uncollect
ible accounts represents the estimated receivables likely to be 
uncollectible; this estimate excludes the amount of uncollect
ible receivables designated as charity allowances. . . . 

Allowances should be recorded on an accrual basis in ac
cordance with generally accepted accounting principles.146 

It is noted that this statement, though tentative, is identical 

in substance to the position taken by the American Hospital Associ

ation. Should it survive the criticisms of the majority of the mem

bers of the accounting profession and others who have been asked to 

submit their comments to the AICPA Committee on Health Care Institu

tions, it will presumably become the formal position of the AICPA 

when the official edition of the Hospital Audit Guide is published 

in the near future. Even then, the conflict with the Medicare bad 

debt policy will still be unresolved. 

Assuming the statement above does become the official policy of 

the accounting profession, the independent auditor must still rely 

heavily on his experience and judgment to resolve those Medicare 

issues in conflict with generally accepted accounting principles. 

Further, in the audit of a proprietary hospital, the auditor's ex

perience and judgment is going to be taxed even more should he en

counter any possible material conflict between the generally accepted 

146 
American Institute of Certified Public Accountants, Committee 

on Health Care Institutions, Hospital Audit Guide, Re-exposure Draft, 
op. cit., pp. 41-42. 
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accounting principles and generally accepted auditing standards for 

a business enterprise on the one hand, and the Hospital Audit Guide 

on the other hand. Hopefully, such conflict will not exist, even 

though there is authoritative literature and accepted practice on 

both sides of the issue. 

Some Collateral Issues that are Questionable When Viewed from the 
Standpoint of "Generally Accepted Accounting Principles" 

In addition to the two major controversial issues discussed 

immediately above--that is, depreciation and bad debts--there are 

several other minor areas that border on non-conformity or lack of 

consistency in the application of generally accepted accounting prin

ciples. Normally, these collateral issues may be handled appropri

ately through the Reclassification of Trial Balance of Expenses, 

Schedule A, and the Adjustments to Expenses, Schedule A-5, of the 

Hospital Statement of Reimbursable Cost. However, these areas re

quiring adjustment which pertain to allowable or non-allowable costs 

under the Medicare program are so commingled and often indistinguish

able in the Medicare Principles of Reimbursement with those areas 

that do fall within the purview of generally accepted accounting 

principles that it would be easy to incorporate the adjustments with 

traditional accounting practices into the hospital's accounting sys

tem. These adjustments have previously been discussed at various 

places through this study, and they are restated here solely for the 

purpose of pointing out the possible audit implications should they 

be improperly reflected in the hospital's accounting records. 
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Interest Expense.--Principle 1-2 of the Medicare Principles of 

Reimbursement states that " . . . necessary and proper interest on 

both current and capital indebtedness is an allowable cost." How

ever, there are certain limitations and/or restrictions to the use of 

interest as an allowable cost that must be taken into consideration 

in its computation for Medicare reimbursement purposes. The limita

tions and/or restrictions fall within the definition of the terms 

"necessary and proper," which means that the funds on which the in

terest is being paid must have been borrowed to satisfy a financial 

need of the hospital and for a purpose related to patient care. Addi

tionally, the interest incurred must be at a rate not in excess of 

what a prudent borrower would have had to incur in an arms-length 

transaction. 

In many instances, providers pay construction costs for new 

facilities through borrowed funds. Prior to the time such facili

ties are placed into use for patient care, interest costs must be 

capitalized as part of the facility. Thereafter, the interest pay

ments constitute an allowable cost. Further, for that portion of a 

loan made to finance a hospital's acquisition cost exceeding either 

historical cost for depreciable assets acquired after August 1, 1970, 

or the cost basis of a facility purchased on or after August 1, 1970, 

as an on-going facility, the interest expense is disallowed as not 

reasonably related to patient care. 

147 
U. S. Department of Health, Education and Welfare, Social 

Security Administration, Principles of Reimbursement . . . , op. cit., 
par. 405.419. 
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Interest on bonded indebtedness is an allowable cost insofar as 

the funds obtained are used for activities related to patient care; 

and bond discount or premium are treated in the usual sense as addi

tional interest expense, or as a reduction in allowable costs, as 

appropriate. 

In order to protect the bargaining process that normally takes 

place when a loan is secured, interest must be paid to lenders who 

are not related to the borrower through control, ownership, or per

sonal relationship. Accordingly, interest paid to partners, stock

holders, or related organizations of the hospital is not an allow

able cost. However, an exception to this rule permits interest to 

be allowable where it was and is paid to those related interests on 

loans made before July 1, 1966, provided the loan has been maintained 

in effect without modification since Medicare began. Another excep

tion involves hospitals that are owned and operated by members of a 

religious order. Where the hospital is required to pay interest and 

repay loans obtained from the order, the interest expense is allow

able provided it is paid in the current period or in the period imme

diately following. 

Many hospitals receive gifts and grants from donors which are 

unrestricted in that the donor has not specified any particular use 

of the funds. On the other hand, the donated funds may be restricted 

in that the donors specify the use of the funds for a particular pur

pose. Unrestricted funds may be used in either of two ways: they 

may be accumulated in a physically separate account until such time 
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as the provider decides to use them, or they may be recorded as 

gifts and grants in the accounting records and deposited in the 

provider's general funds. Restricted funds may also be placed in 

a separate account, but hospitals are expected to invest these funds 

until such time that they can be used for their designated purpose. 

Accordingly, where a hospital used donor-restricted funds to make 

loans to the general fund, the interest paid by the general fund to 

the restricted fund is an allowable expense; however, interest paid 

on money borrowed from unrestricted funds is not an allowable ex

pense, since the unrestricted funds were available for the intended 

disbursement. 

In some cases, income earned from the investment of both re

stricted and unrestricted funds must be offset against interest ex

pense so as to reduce the latter. This situation occurs when either 

of these two types of funds has been commingled with other funds prior 

to the investment. However, if the funds have been kept physically 

separate, investment income derived from them does not reduce allow

able interest expense. 

Another type of fund maintained by hospitals is termed "Funded 

Depreciation." This account represents the setting aside of cash, 

or other liquid assets, in a separate fund used for replacing de

preciated assets or for other capital purposes. In most cases, the 

amount deposited in this fund equals the yearly depreciation expense 

charged to allowable Medicare costs. The handling of this funded 

depreciation account affects allowable interest expense in several 
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ways. Interest actually paid in cash by a provider's general fund 

to the funded depreciation account as a result of a loan from the 

funded depreciation account constitutes an allowable cost. Also, 

other investment income earned by the funded depreciation account 

does not reduce allowable interest expense. So long as the periodic 

deposits from the general fund remains equal to or less than the 

periodic depreciation costs, the interest expense paid to the fund 

by the general fund remains an allowable expense; and the invest

ment income does not offset the interest expense; however, on occa

sion, a hospital may deposit extra funds, or funds in excess of the 

depreciation costs, in this account. Where this occurs, the inter

est expense on the extra funds is disallowed, and the investment in

come thereon must be used as an offset of what would otherwise be 

allowable interest expense. Further, any deposits in the funded de

preciation account must have been in the account for six months, or 

be invested for a minimum of six months for the expense and income 

provisions to apply. If the hospital disburses any of the funded de

preciation for other than its restricted purposes, the interest in

come not used in prior years as an interest expense offset will have 

to be applied as an interest expense offset during the current period, 

To explain the workings of the six-months rule just mentioned, 

the following sequence of withdrawals from the funded depreciation 

account is recognized under the Medicare program: withdrawals to 

acquire additional capital assets, make mortgage payments, and for 

investment purposes are treated on a first-in, first-out basis; 
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withdrawals for general operating purposes or to make loans to the 

general funds are on a last-in, first-out basis. The importance of 

these provisions becomes clear when viewed in terms of the six-

months deposit requirement mentioned above. 

Thus, the significance of the limitations and/or restrictions 

on treatment of interest expense as an allowable cost for Medicare 

reimbursement purposes has critical implications for the audit func

tion. Even the most discerning and highly qualified accountant with 

much experience is subject to err in the application of the multi

plicity of limitations and/or restrictions, and in the application 

of generally accepted accounting principles in the maintenance of 

the hospital accounting records. Furthermore, the auditor in his 

examination of the accounts must satisfy himself as to the adequacy 

of the accounting records, and to the consistent application of gen

erally accepted accounting principles in the records and in the re

porting practices. 

Compensation of Owners.--Another area that has possible audit 

implications is the allowable compensation of owners of proprietary 

hospitals. Proprietary hospitals as used here means all those oper

ated as a commercial business enterprise for profit accruing to the 

benefit of the owners, whether it be a proprietorship, a partnership, 

or a corporate entity. Principle 1-9 of the Principles of Reimburse

ment states that " . . . a reasonable allowance of compensation for 

148 
U. S. Department of Health, Education and Welfare, Social 

Security Administration, Provider's Reimbursement Manual, op. cit.. 
pars. 200-232. 
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services of owners is an allowable cost, provided the services are 

actually performed in a necessary function. . . ." ^ 

The word "compensation" as used in the principle includes: 

(1) salary amounts paid for managerial, administrative, and profes

sional services; (2) amounts paid by the institution for the personal 

benefit of the proprietor; (3) the cost of assets and services which 

the proprietor receives from the institution; and (4) deferred com

pensation. The term "reasonable" requires that the compensation allow

ance be such an amount as would ordinarily be paid for comparable 

services by comparable institutions, and depend upon the circum

stances and facts of each case. The term "necessary" requires that 

the function for which the compensation is allowed be such that had 

the owner not performed the services, the institution would have had 

to hire another person to perform the services, and that the func

tion be pertinent to the operation and sound conduct of the institu

tion. 

Here again there are certain complexities in the computation of 

the compensation to owners. Some of the items entering into the com

putation may be appropriately entered into the books of accounts as 

traditionally handled under generally accepted accounting principles, 

while other items are appropriately handled through the adjustments 

in the reimbursable cost report. In any event, there exists the pos

sibility of manipulation of the various measurable factors in the 

accounts in contradiction to accepted accounting principles. It is 

149 
Ibid., par. 900. 



168 

these areas to which the auditor should satisfy himself that the 

accounting records are properly maintained, and the financial state

ments are properly prepared in accordance with generally accepted 

accounting principles. 

Return on Equity Capital of Proprietary Providers.--Finally, an 

area that might be subject to manipulation in the accounts and which 

has audit implications is the return on equity capital of proprietary 

providers. Principle 1-12, of the Principles of Reimbursement states 

that: 

An allowance of a reasonable return on equity capital in
vested and used in the provision of patient care is allowable 
as an element of the reasonable cost of covered services fur
nished to beneficiaries by proprietary providers. The amount 
allowable on an annual basis is determined by applying to the 
provider's equity capital a percentage equal to one and one-
half times the average of the rates of interest on special 
issues of public debt obligations issued to the Federal Hospital 
Insurance Trust Fund for each of the months during the provider's 
reporting period or portion thereof covered under the program.150 

This item represents what would normally be considered "profit" 

in a business enterprise. Although the imputation of a reasonable 

profit is not in conformity with generally accepted accounting prin

ciples, it is handled through an adjustment in the reimbursable cost 

report, and its only relation to the accounting records and finan

cial statements is the computation of the equity capital upon which 

the return is based. It does have a logical purpose. Proprietary 

institutions historically have financed capital expenditures through 

^^^Ibid., par. 1200. 
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funds invested by owners in the expectation of earning a return 

(profit). A return on investment, therefore, is needed in avoid 

withdrawal of capital and to attract additional capital needed for 

expansion. 

For purposes of computing the allowable return--which by the 

way has ranged from a low of 6.75 percent in February, 1967, to a 

high of 11.375 percent in May, 1970--the provider's equity capital 

means the net worth of a provider, excluding those assets and lia

bilities not related to patient care; but there are tricky adjust

ments that need to be considered. Specifically, equity capital in

cludes: (1) a provider's investment in plant, property, and equip

ment (net of depreciation) related to patient care, plus any lease

hold equity in fixed assets; and (2) net working capital maintained 

for necessary and proper operation of patient care activities. Un

less otherwise excepted, generally accepted accounting principles 

are to be used in determining the working capital portion of the 

equity. Liabilities to pay income and excess profit taxes are in

cluded in the computation of equity capital as two exceptions to the 

general rule. 

The determination as to whether to include or exclude assets 

and liabilities from a provider's equity capital depends in general 

upon whether the assets and liabilities are related to providing 

patient care. Those that are not related to patient care are ex

cluded. Investment funds, or those that are diverted to income-

producing activities not related to patient care cannot be included 
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in a provider's equity capital if these funds have been invested in 

such activities for more than six consecutive months. An example 

of invested funds would be those deposited in a savings account or 

invested in securities or loans. 

Amounts which have been deposited in a funded depreciation 

account, plus earnings from that account which remain in the fund 

cannot be included in equity capital. The same is true with respect 

to fixed assets acquired for expansion purposes, but which have not 

been put to use in patient related activities. Where a provider car

ries life insurance on officers and key employees and the provider 

is designated as beneficiary, neither the cash surrender value nor 

the prepaid premiums may be included when computing equity capital. 

Gifts and grants unrestricted as to use are includable; but re

stricted gifts and grants are not. Finally, prior to August 1, 

1970, purchased goodwill was recognized as an element of equity 

capital, provided it was not internally generated such as would be 

the case through a reorganization of the provider. 

The average equity capital is determined on a month-to-month 

basis, and it is clear how the factors to be utilized in calculating 

the average equity capital could be easily manipulated to show an un

authorized increase in the equity from month to month. Failure to 

accrue certain expenses, failure to defer unearned revenue, or the 

pre-recording of future asset acquisitions are examples of possible 

manipulative practices. These factors should be subject to close 

scrutiny by the auditor to insure that generally accepted accounting 

principles are consistently followed in the records. 
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Specialized Audit Problems Resulting from the Impact of 
Medicare on Hospital Financial Reporting Practices 

On numerous occasions throughout this paper certain Medicare 

reporting requirements have been mentioned as being questionable 

when viewed from the standpoint of generally accepted accounting 

principles, and some items have been discussed as being directly in 

contradiction to generally accepted accounting principles. Addi

tionally, there has been an apparent lack of recognition on the 

part of the Social Security Administration that Medicare cost re

imbursement audits, and the audits of hospitals are quite differ

ent from normal audits of commercial enterprises and thus do not 

lend themselves to the "clean opinion" normally presented to cli

ents. These factors in combination have forced the auditors to 

substantially extend their procedures to enable them to profession

ally satisfy themselves as to the adequacy of the hospital account

ing records and supporting data, and to the consistency with which 

generally accepted accounting principles have been applied. Although 

the principal audit problems which arise with hospital clients might 

be much more complex and require a more comprehensive audit program 

than would be the case if the audit client were a small commercial 

enterprise, there still exists the same general problem areas that 

encompass any audit engagement. With regard to hospitals, these 

problem areas might be classified as (1) unsatisfactory internal 

William Freitag, "Medicare and the Hospital Revolution," 
Journal of Accountancy, January, 1969, p. 43. 
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control, (2) restrictions or limitations upon the scope of the audit, 

(3) the lack of conformity with generally accepted accounting prin

ciples, and (4) accounting principles not consistently applied. 

As to the unsatisfactory internal control problem, if such a 

problem does exist, the problem is not one of the effects of Medi

care. Rather, it existed prior to Medicare, and in all probability, 

it was Medicare that brought the unsatisfactory internal control sys

tem to light. The same situation exists with respect to problem 

area number (2) above--restrictions or limitations upon the scope 

of the audit. Such restrictions may arise out of the impossibility 

or impracticability of extending auditing procedures where there 

are inadequate records or where internal controls are otherwise un

satisfactory. Again, these problems were in existence prior to 

Medicare, rather than being an effect of Medicare. Accordingly, 

they are outside the scope of this paper and will not be discussed 

further herein. It is sufficient to say that where limitations upon 

scope are significant, where there is an unsatisfactory degree of 

internal control, or where generally accepted auditing standards are 

not met for any reason with respect to significant items, adequate 

disclosure of the situation, accompanied by qualification or denial 

of an opinion, will be necessary. 

As to the lack of conformity with generally accepted accounting 

principles and the lack of consistency in the application of account

ing principles, the problem areas could at least partially be derived 

from the effects of Medicare reporting requirements. Yet, most of 
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the procedures and practices that are inconsistent or lack conform

ity with generally accepted accounting principles were pre-existent, 

and it was Medicare that forced the hospitals to adopt sound account

ing principles to conform to Medicare reporting requirements for cost 

reimbursement. Thus, Medicare did have a comprehensive impact on 

hospital accounting practices and financial reporting practices; and 

most of the items have been previously discussed in earlier sections 

of this study. Our focus here is on the audit problems occasioned by 

the Medicare reporting requirements that are questionable, or those 

that lack conformity with generally accepted accounting principles. 

These items were discussed earlier in this chapter. They include, 

among other things, the improper treatment of fixed assets in the 

hospital balance sheet, and the related depreciation charges, par

ticularly appraisal values and the reestimation of asset useful 

lives. Another item is the improper or questionable treatment of 

bad debts, partially as a deduction from revenues, and partially as 

an allowable cost for Medicare reimbursement purposes. The Medicare 

classification of bad debts into two separate accounts--one a deduc

tion from revenues in the case of non-medicare patients, and the 

other an allowable expense item--certainly seem to lack conformity 

in that the accounting principles are not consistently applied with 

respect to that one particular item. 

Further, the collateral issues relating to the treatment of in

terest expense, the imputation of allowable costs as compensation to 

proprietary owners of hospitals, and the computation of equity capital 
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upon which a return on equity is allowed, invariably impinge on the 

auditor's professional responsibility to extend his audit procedures 

to the point where he can professionally satisfy himself as to con

formity and consistency by which generally accepted accounting prin

ciples have been applied to the items in question. 

One other area occasioned by Medicare which is a concern to the 

auditor is the auditing standard of disclosure. There are numerous 

circumstances in which there are unresolved matters in connection 

with Medicare reimbursement which require disclosure and in certain 

instances a qualified auditor's opinion. These instances cannot be 

overlooked and the financial statements are not fair presentations 

unless there are adequate disclosures made of the unresolved matters. 

For example. Community Hospital is a teaching hospital. Charges for 

teaching cases totaled $500,000 in 1968. The intermediary disallowed 

the $500,000 from reimbursable costs, and the disallowance is being 

appealed. The hospital continued to show the receivable on the bal

ance sheet in 1969, which amount is material to the year-end finan

cial statements. Is disclosure necessary? Yes! Should the auditor's 

152 
opinion be qualified? Probably! 

In any event, where the departure from generally accepted ac

counting principles has a significant effect upon either the balance 

sheet or results of operation of the hospital, where the accounting 

principles are not applied on a consistent basis which lacks in a 

significant manner the comparability of financial information, or 

152 
Robert D. Clyde, op. cit., (illustration from speech used by 

permission.) 
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where disclosure of significant financial information is inadequate, 

qualification of the opinion, or an expression of an adverse opinion 

is appropriate, as it would be in a similar commercial business enter

prise reporting situation. 

The few examples which follow will serve to illustrate certain re

porting problem areas relating to the effects of Medicare on financial 

reporting practices. The examples were gathered during the conduct of 

research for this study. The names of the hospitals have been dis

guised to retain the confidential nature of the client files from which 

the examples were obtained. An "adverse" opinion is shown in Exhibit XXI; 

and "Subject To" opinions are shown in Exhibits XXII, and XXIII. 

EXHIBIT XXI 

ILLUSTRATION OF AN "ADVERSE" OPINION RELATING TO THE TREAT
MENT OF EXPENSES IN THE HOSPITAL'S FINANCIAL STATEMENTS 

In connection with the organization of the hospital. County 
Hospital purchased certain initial inventories of supplies. Such pur
chases were not entered on the books of the hospital and the informa
tion and amounts were not available in connection with the preparation 
of the financial statements at December 31, 1966. Expenses for the 
four months ending December 31, 1966, are therefore understated to the 
extent of such purchases. Also, in accordance with practices common 
to hospitals which rely upon government support for capital improve
ment, the hospital keeps its accounts on the accrual basis [but] does 
not provide for depreciation on the hospital plant. 

In our opinion the accompanying balance sheet presents fairly 
the financial position of County Hospital at December 31, 1966, in 
conformity with generally accepted accounting principles, except for 
depreciation as noted above. Also, in our opinion, the accompanying 
statement of general fund income does not present fairly the results 
of operation of the hospital for the period of four months ended 
December 31, 1966, because of the omission of supplies expense as ex
plained in the preceding paragraph. [Emphasis Supplied.] 
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EXHIBIT XXII 

ILLUSTRATION OF A "SUBJECT TO" OPINION RELATING TO UNRESOLVED MEDI 
CARE REIMBURSEMENT MATTERS IN A HOSPITAL'S FINANCIAL STATEMENTS 

In our opinion, subject to the effect of such adjustments, if 
any, as may be required as a result of the final determination of 
the amounts due from Medicare as described in Note 1 of Notes to 
Financial Statements, the accompanying financial statements present 
fairly the financial position of the hospital as of June 30, 1968, 
and the results of its operations for the year then ended, in con
formity with generally accepted accounting principles applied on a 
basis consistent with that of the preceding year. [Emphasis sup
plied. ] 

NOTES TO FINANCIAL STATEMENTS: 
(1) MEDICARE REIMBURSEMENT: 

In accordance with provisions of the Medicare statutes, the 
hospital will be paid cost (determined in accordance with the Medi
care Principles of Reimbursement) of services furnished to Medicare 
beneficiaries. Interim payments for such services have been re
ceived upon filing of individual patient claims with the fiscal 
intermediary. 

A statement of reimbursable cost for the year ended June 30, 
1967, has been filed with the Medicare fiscal intermediary. The 
intermediary has audited this statement and remitted to the hospital 
$80,000 in partial settlement of the amounts claimed as reimbursable 
cost. This $80,000 has been retroactively reflected in Medicare 
allowances for the year ended June 30, 1967, in the accompanying 
financial statements. Approximately $75,000 additional reimburse
ment is claimed. Collection of this amount is dependent upon the 
intermediary's interpretation of a principle of reimbursement or 
the success of pursuing a claim with the Social Security Administra
tion and its agencies. 

The statement of reimbursable cost for the year ended June 30, 
1968, has not been filed. The additional amounts due to or refund
able by the hospital resulting from the retroactive adjustment ap
plicable to 1968 are not presently determinable. 
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EXHIBIT XXIII 

ILLUSTRATION OF A "SUBJECT TO" OPINION RELATING TO THE TREATMENT OF 
APPRAISAL VALUES OF PLANT AND EQUIPMENT IN A HOSPITAL'S 

FINANCIAL STATEMENTS 

In our opinion, except for the valuation of certain items of 
property, plant and equipment which are stated at appraisal values 
rather than cost (as explained in Note B to the financial state
ments), the accompanying balance sheet and statements of changes in 
fund balances and general fund income present fairly the financial 
position of XYZ Hospital at May 31, 1969, and the results of its 
operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with 
that of the preceding year. [Emphasis supplied.] 

NOTES TO FINANCIAL STATEMENTS: 

Note B--Property Valuation and Depreciation Policy. 
Buildings, improvements and equipment consist of the follow
ing at May 31, 1969: 

Asset Accumulated 
Depreciation 

Equipment: 
Fixed Equipment. . . 
Furniture and other 
movable equipment. 

2,642,305 

2,134,121 

878,514 

692,889 

$10,053,462 $2,455,205 

Net Book 
Value 

Buildings and Improvements $ 5,277,036 $ 883,802 $4,393,234 

1,763,791 

1,441,232 

$7,598,257 

A portion of the buildings, improvements, and fixed equipment in 
lieu of any identifiable cost, is stated at appraised value as of 
May 31, 1956. Subsequent additions are recorded at cost. Depreci
ation has been determined consistently on the basis of these values, 
at annual rates of 2 percent for buildings and improvements and 5 
percent for fixed equipment. 

Furniture and other movable equipment stated at appraised value 
as of May 31, 1966. Depreciation of these assets has been deter
mined consistently on the basis of cost, or in lieu of any identifi
able cost, on the basis of appraised values at May 31, 1965, at 
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EXHIBIT XXHI--Continued 

annual rates of 6 2/3 percent to 20 percent. The increment in asset 
value attributable to the May 31, 1966, appraisal is being amortized 
directly to the plant fund balance [equity] account at annual rates 
corresponding to those used for determining depreciation. There
fore, values added by reason of the latest appraisal (May 31, 1966) 
are excluded from determination of the provision for depreciation. 

Land is stated at appraised value as of May 31, 1960. 



CHAPTER VI 

SUMMARY AND CONCLUSIONS 

Summary 

The Advent of Medicare 

After two decades of bitter debate spanning four presidential 

administrations, Medicare finally became law when Social Security 

Amendments of 1965. Public Law 89-97, 89th Congress, H. R. 6675, was 

signed into law on July 30, 1965, by President Lyndon B. Johnson. 

The law became effective July 1, 1966; and, although approval of the 

act was not unexpected, it was soon apparent that hardly anyone real

ized how strong an impact the legislation would have on the American 

public and the nation's health care industry. Medicare, and its com

panion, Medicaid, are probably the most pervasive and costly social 

welfare program passed by Congress since Social Security came into 

existence in 1933. 

Briefly, Medicare was designed to protect aged Americans over 

65 against the high cost of health care in their old age. It con

sists of two major health insurance plans. Under Part A of the pro

gram, the government pays all but the first $60 of the hospital's 

reasonable costs for the first 60 days of a Medicare patient's ill

ness and all but $15 of the daily costs for the next 30 days. No 

premium is required for this hospitalization insurance. For Part B, 

179 



180 

which covers doctors' bills, there is a monthly premium of $5.60 

(effective July 1, 1971) which is deducted from the individual's 

Social Security payments. Under Part B, the patient must pay the 

first $50 of his doctors' bills annually, and thereafter he pays 

only 20 percent of the "fair and reasonable" fees, with the govern

ment paying the remaining 80 percent of the doctors' bills. Today, 

approximately one-third of the nation's total personal health care 

expense is paid by the federal government. Although the Medicare 

provisions are two-fold, as just discussed, the objective of this 

study was to analyze the impact that Medicare reimbursement require

ments under Part A of the program has had on the financial reporting 

practices of hospitals participating in the Medicare program. 

Medicare has had a revolutionary effect on the health care in

dustry; in fact, the immediate and primary impact of Medicare was 

seemingly felt in the field of hospital accounting rather than in 

the area of patient care. This is not surprising when it is real

ized that Medicare required no basic change in the method of caring 

for the patients--only a shift in the source of payment for the 

services rendered to Medicare patients. That the health care in

dustry was unprepared for the administrative onslaught created by 

Medicare is now accepted as fact by all parties. One of the areas 

in which the industry was least prepared to meet the requirements 

of Medicare is the business management of its own facilities. 

Accounting, both financial and cost; auditing, both internal and 

external; and modern system development were and still are in a 
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stage of development inadequate to meet the immediate and future de

mands of Medicare. 

Historical Review of Hospital Accounting and Financial Reporting 

To understand the effects of Medicare on the hospital industry, 

it is necessary to understand something of the history of hospital 

development prior to Medicare. Historically, hospitals were the 

153 
" . . . last home of the dying; . . . " but over time they have 

evolved into institutions that not only provide treatment and cure 

for illnesses, they also train medical, nursing, and other related 

medical personnel, and perform both basic and applied medical re

search. It is understandable that their preoccupation has tradi

tionally been with patient care and other medical matters. The hos

pitals' administrative systems, procedures, accounting, reporting, 

and budgeting, as well as the capabilities of personnel expected to 

perform these functions in hospitals were traditional shortcomings 

overlooked by a majority of hospitals until the advent of Medicare. 

There were few major training grounds for personnel in hospital 

business management. Hospital financial executives were practically 

unknown to the industry; and the desire and ability to attract quali

fied management and accounting personnel were, except in rare in

stances, nonexistent. Generally, very few inducements existed for 

qualified personnel to make hospital controllership their chosen 

field of endeavor. Pay for administrative and accounting personnel 
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was low, and advancement into top administrative positions was rare. 

These administrative positions were generally reserved for doctors, 

nurses, or clergymen, whose administrative training and abilities 

were understandably and of necessity, generally substantially below 

those found in equally complex business organizations in other fields. 

The professional accountant, primarily oriented toward profit-

making business enterprises, gave less than adequate attention to the 

developing needs of hospitals prior to Medicare. As a result, the 

hospital segment of the economy grew to giant status with little pro

fessional involvement in its accounting and financial planning and re

porting. Except for the American Hospital Association's efforts, very 

little was done in way of developing accounting standards and princi

ples for the hospital industry. Also, application of accounting prin

ciples varied greatly with minimum standardization on an industry

wide basis. This is most likely due to the lack of acceptance by 

hospital governing bodies of the guidelines recommended by the Ameri

can Hospital Association. The first significant steps toward stan

dardizing hospital accounting practices were taken by the American 

Hospital Association in the decade of the 1950's and in the early 

1960's in its publication of several manuals on hospital accounting 

and administrative practices. Two of the major manuals published 

were the Chart of Accounts for Hospitals, 1950, 1959, and revised 

through 1966, and Cost Finding and Rate Setting for Hospitals. 1957, 

and revised through 1968. The Chart of Accounts for Hospitals in

cluded a comprehensive listing and discussion of "Principles of 
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Accounting for Hospitals" previously published by the American Hos

pital Association. Under Medicare, hospitals were now faced with 

fantastically complex reporting and recording requirements as speci

fied in the Medicare regulations. Hospital officials were forced to 

reappraise their business methods; and the accounting profession was 

forced to respond to new challenges. 

General Accounting and Reporting Problems Confronting Hospitals 

Under Medicare, the federal government has become the purchaser 

of approximately one-third of the total patient care rendered by hos

pitals in the United States; and, in accord with the law and Congres

sional intent, the Medicare patient care is purchased on a reasonable 

cost basis. To that end, the Social Security Administration, U. S. 

Department of Health, Education, and Welfare, published the Princi

ples of Reimbursement for Provider Costs . . . (HIR-4). Using these 

principles, each hospital is required, annually, to compile a cost 

analysis to determine its cost of caring for Medicare patients and 

to file a Reimbursable Cost Report with its selected intermediary, 

the approved agency of the Social Security Administration. 

In many instances the hospitals have requested a public account

ant's assistance in preparation of this cost report; and he, in turn, 

has been required to express an opinion as to the hospital's adher

ence to generally accepted accounting principles, and/or to Medicare's 

prescribed principles. The impact on hospital accounting and finan

cial reporting practices comes into perspective when it is realized 
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that practically every hospital in the country must now file a reim

bursable cost report, whereas prior to Medicare only a small portion 

of the hospitals had routinely brought their accounting systems to 

the required degree of refinement. Most of the smaller hospitals 

had previously followed accounting and reporting techniques so ele

mentary that Medicare principles required complete revision of their 

entire accounting system, including adoption of the chart of accounts, 

the accrual basis, fund accounting procedures, internal management 

reporting, and the accumulation of sufficient statistical data to 

support the reimbursable cost report. 

Principles of Cost Reimbursement 

The Medicare "Principles of Reimbursement" are surprisingly com

plete and exacting. Yet, numerous revisions have been made, and will 

continue to be made as time passes, in the effort to equitably arrive 

at the "reasonable costs" specifically applicable to Medicare patients 

as intended by Congress. Accountingwise, the principles of reimburse

ment approach the determination of "reasonable costs" in two steps: 

first, a segregation of the costs, both direct and indirect, into 

the various cost centers of the hospital; and second, an allocation 

of the cost of each of these centers of activity between the services 

rendered to Medicare patients and those rendered to non-Medicare 

patients. 

In approaching the first step, the "step-down" method, or the 

"double distribution" method of cost apportionment is acceptable to 
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the Social Security Administration. Both of these methods are set 

forth in Cost Finding and Rate Setting for Hospitals published by the 

American Hospital Association. They have been in use by hospitals, 

and by third party payors for several years and have proven to be 

generally acceptable methods of distributing costs to the various 

cost centers of the hospital. 

Seemingly, the principal problem in the application of the Medi

care principles is the elimination from total costs those items which 

are non-allowable for Medicare cost reimbursement purposes, and the 

addition to the total costs those items which are allowable but which 

have not been recorded in the accounting records. Examples of non-

allowable costs which must be eliminated are: bad debts, charity, and 

courtesy allowances applicable to non-Medicare patients; research 

costs not directly related to patient care; specific operating costs 

for which grants, gifts, or endowment income has been designated for 

payment of these costs; and purchase discounts and allowances. This 

latter item is handled in the normal accounting manner as a reduction 

of purchase price of goods or services. The other items are generally 

handled either through an offset account or by the adjustments sched

ule to the reimbursable cost report. Examples of costs which are 

allowable but which have probably not been recorded in the records 

are: percentage allowance based on operating costs in lieu of depre

ciation where historical cost depreciation is not available on assets 

acquired prior to 1966 (this allowance phases out by 1975); imputed 

value of services of full-time, non-paid workers (such as Nuns in a 
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Catholic hospital); imputed reasonable allowance as compensation for 

services of proprietary owners; return on equity capital of propri

etary providers; and inpatient routine nursing salary cost differen

tial of 8 1/2 percent for nursing care to Medicare patients. These 

items are additions to the recorded costs and are generally handled 

through an adjustment schedule to the reimbursable cost report. 

Determination of Medicare Reimbursable Cost 

The determination of costs of services to the Medicare patients, 

as differentiated from the costs applicable to non-Medicare patients, 

is calculated on the basis of the ratio that the total of the regular 

fees charged for services rendered to Medicare patients bears to the 

total of the regular fees charged to all patients in the hospital--a 

so-called ratio of cost to charges (R.C.C.). Two alternative methods 

of application of the ratio are approved: (1) Under the "Departmental 

Method" the ratio of Medicare patient charges to total patient charges 

for the services of each department is applied to the cost of each 

department. The sum of all these departmental costs for services 

rendered to Medicare patients is the total reimbursable cost which is 

due to the hospital by the fiscal intermediary. (2) Under the "Com

bination Method" the cost of "routine services" for Medicare patients 

is determined on the basis of average cost per diem of those services 

for all patients which is applied to the total Medicare patient days. 

To this figure is added the cost of ancillary services used by Medi

care patients determined by apportioning the total cost of ancillary 
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services on the basis of the ratio of Medicare patient charges for 

ancillary services to total patient charges for such services. The 

sum of the two figures is the amount of reimbursable cost due the 

hospital. 

In the adjustments for non-allowable costs and for the unre

corded but allowable costs as required by the "Principles of Reim

bursement," and in the calculation of the amount of Medicare reim

bursable cost, there are certain problem areas and options that bear 

heavily on the managerial responsibility of the hospital management 

team, and concomitantly have an impact on the hospital's financial 

reporting practices. 

Revenue Analysis.--The introduction of the alternative reim

bursable cost formulas carries with it the absolute necessity of 

routinely compiling a record of the charges to all patients segre

gated into the various revenue producing centers of the hospital. 

These charges must be further divided between inpatients and out

patients, and between Medicare patients and non-Medicare patients. 

The income records in many hospitals meet the first requirement; and 

the departmental, or revenue center, analysis of income on a total 

patient basis is readily available. However, all hospitals partici

pating in the Medicare program have had to establish the recording 

procedures to compile the needed charge information for the Medicare 

patients as a group, so that the cost for services rendered to the 

Medicare patients can be properly determined and reported in the 

reimbursable cost report. 
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Cost Distribution.--The reimbursement formula, whichever alter

native is used by the hospital, places an importance on charges as a 

basis of cost distribution--a measurement device probably never be

fore encountered in hospital accounting. Accurate expense distribu

tion to departmental cost centers assumes an importance previously 

acknowledged by only a relative minority of the nation's hospitals. 

Thus, internal accounting systems and procedures require refinement 

to determine, with the required accuracy, the payment properly and 

equitably due the hospital for the services rendered to Medicare 

patients. As a result of Medicare, most hospital administrators now 

recognize the vast additional quantities of information that must be 

accumulated, recorded, analyzed and reported for reimbursement pur

poses. They are also beginning to realize that in their dealings 

with third party payors and particularly with Medicare intermedi

aries, claims for reimbursement must be factually based upon audit-

able information. They further realize that to deal from a weak posi

tion of not having supportable information available can be extremely 

detrimental to the best financial interests of their hospitals. With

out detailed information enabling the hospital to calculate reimburse

ment on the most advantageous basis, it cannot be certain that it has 

not penalized itself inadvertently through not having all the data 

necessary to calculate all alternatives and options available under 

the Medicare reimbursement formula. 

Problems Encountered in Auditing Hospital Financial Statements 

Although hospital administrators around the nation presumably 

recognized some of the problem areas to be encountered in their 
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adoption and application of Medicare principles, the real impact of 

Medicare on the hospitals' accounting and financial reporting prac

tices was probably not realized until such time that they received 

the results of one or more audits of their financial statements, and 

their reimbursable cost reports. For the first two to three years 

in the Medicare program, a large percentage of hospitals failed to 

obtain a satisfactory audit report from the intermediary as to their 

reimbursable cost report or from an independent Certified Public 

Accountant as to their financial statements in their annual reports. 

Initially, the adverse or qualified audit opinions, or disclaimers 

of an opinion, were probably due primarily to an unsatisfactory 

internal control system within the hospital and/or to limitations 

upon the scope of the audit arising out of the impossibility or im-

practicality of extending auditing procedures where the accounting 

records were inadequate or where internal controls were unsatisfac

tory. These causative factors generally existed prior to Medicare 

rather than being the result of Medicare. It was the Medicare re

quirements that brought them to the forefront and forced hospitals 

to seek general assistance and "certified" statements from Certified 

Public Accountants. 

Once these pre-existing unsatisfactory conditions were in the 

process of being corrected, there still remained audit problems 

occasioned by the lack of conformity with, and/or the inconsistent 

application of, generally accepted accounting principles. Admittedly, 

many of the hospital accounting practices and procedures that lacked 
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conformity with generally accepted accounting principles existed 

prior to Medicare—such as, accrual basis of accounting not being 

followed, inventories of supplies and prepaid items not being recog

nized, fund accounting procedures not being followed, et cetera; how

ever, there were and are several Medicare items, the treatment of 

which does not conform to generally accepted accounting principles. 

Notable examples of these non-conforming Medicare items are: (1) de

preciation based on appraised values in excess of historical cost for 

those fixed assets on hand at the time Medicare began; and (2) the 

categorization of bad debts expense into two separate classifications 

--bad debts from non-Medicare patients are treated as a deduction 

from revenue on the accrual basis, whereas bad debts from Medicare 

patients for the uncollectible co-insurance amounts are treated as 

an allowable Medicare cost, but then only on the direct charge-off 

method. 

Furthermore, there are several collateral items relating to 

allowable or non-allowable Medicare costs that are normally handled 

through adjustments in the Medicare reimbursable cost report, but 

which are so complex in their application that they are easily sub

ject to manipulation or mis-application in the records. Examples of 

these items are: (1) imputed values of services rendered by non-

paid workers; (2) imputed values as compensation for services per

formed by proprietary owners; and (3) the return on equity capital 

of proprietary hospitals. When these items are improperly treated 

in the accounting records, they do not conform to generally accepted 
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accounting principles. Accordingly, the auditor has to extend his 

audit procedures to the extent necessary to satisfy himself as to 

the propriety in the treatment of those items in the records. 

Thus, where any of these Medicare items lack conformity to gen

erally accepted accounting principles, or where they are improperly 

handled in the hospital's accounting records and improperly reported 

in the hospital's financial statements, and where the statements re

quire an opinion by a Certified Public Accountant, the financial 

statements do not present fairly the hospital's financial position 

and results of operations and a qualified or adverse opinion must be 

given by the auditor. 

Conclusions 

Medicare has, in effect, imposed extremely sophisticated account

ing and reporting practices upon hospitals. It involves accounting 

by cost centers and a difficult basis of allocation of all costs in

curred to the income-producing cost centers of the hospital. Alloca

tion of expenses must also be made between Medicare patients and non-

Medicare patients. The basis upon which these allocations are made 

is almost invariably statistical. Hence, hospitals now find it nec

essary to maintain not only much more comprehensive and detailed 

accounting records in terms of dollars, but also equally comprehen

sive and detailed parallel records for the various statistical 

measurements involved. All of these records, both financial and 

statistical, are subject to audit. 
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As hospitals have attempted to comply with the Medicare Princi

ples of Reimbursement many of the recording and reporting problems 

resulting from the impact of Medicare have been resolved within the 

framework of generally accepted accounting principles; however, there 

are several reporting practices required by Medicare that fall out

side the area of, or that lack conformity with, generally accepted 

accounting principles. Therefore, it is concluded that the auditor 

in his examination of a hospital's financial statements will fre

quently find that the financial statements of hospitals, and the 

reimbursable cost report, as prepared for Medicare cost reimburse

ment purposes do not present fairly the financial position and the 

net income or loss of the reporting hospital as they would tradi

tionally be reported using "Generally Accepted Accounting Principles" 

and following "Generally Accepted Auditing Standards" of reporting 
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for business enterprises. Accordingly, the auditor will fre

quently encounter the situation in his hospital engagements whereby 

he is forced to render a qualified or adverse opinion with respect 

to the hospital's financial statements; or, alternately, he might 

have to prepare another set of statements that do conform to gener

ally accepted accounting principles. 

Governing boards and the hospital management team generally must 

have at their command far more information under Medicare than has 

generally been available in the past, and the information must be 

154 
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substantially more accurate. More than ever before, it is essential 

that there be a strengthening of internal control for even greater 

assurance of the reliability of the records for management decision

making, and as support for reimbursement reports submitted to the 

fiscal intermediary and other third-party payors. Of central im

portance is the upgrading and strengthening of the hospital manage

ment team, and this entails attracting higher caliber personnel to 

key positions. Although Medicare has been in effect for approxi

mately five years, many hospital governing boards seemingly have not 

as yet fully recognized that they are responsible for very important, 

complex organizations, nor have they always applied to hospital 

management the lessons learned in their respective chosen fields of 

endeavor. 

The hospitals' boards must surround themselves with qualified 

administrators, controllers, and internal auditors. They need per

sonnel who are highly trained, who know the intricacies of hospital 

financial management and operations, who are aware of the details of 

how to obtain and account for funds received for services rendered 

and from grants and gifts received for perpetuation of the produc

tive capacity of the hospital facilities, and who recognize the in

herent fiduciary responsibility that rests in their position and 

know how to fulfill that responsibility. 

Finally, Medicare has had a revolutionary effect on the finan

cial reporting practices of hospitals. Medicare requires a degree 

of sophistication of financial management and reporting that has been 
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in effect in only an infinitestimal small number of hospitals. Many 

changes have occurred in the Medicare reporting requirements, and 

continued changes and expansion of the Medicare program is expected 

as experience warrants and as the need arises. Medicare and hospital 

financial management are closely interwoven, and the complex web that 

binds them together evolves in large measure from the sophistication 

in financial management policies, in personnel, and in financial re

porting practices and procedures, that Medicare and our dynamic soci

ety demands. 
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CHAPTER 2 Principles of Accounting for Hospitals 

ACCOUNTING MAY BE DESCRIBED as the accumulation and communication, in con
formity with generally accepted principles, of historical and projected quanti
tative data relating to the activities of an enterprise, and the interpretation of 
the results. Accumulation refers to the mechanical process of making records 
of transactions; communication, to the reporting of recorded information to 
management and other users of financial and statistical data; and interpretation, 
to the analysis of data for the purpose of providing guides for managerial 
decision-making. 

Considerable progress has been made in developing accounting principles 
for profit-seeking businesses, but relatively little has been accomplished in 
codifying principles of accounting for hospitals. Inconsistency in methods of 
accounting and the adoption of procedures as a result of individual inclination 
cause confusion and misunderstanding. This chapter, then, is concerned with 
the formulation of generally acceptable accounting principles recommended 
by the American Hospital Association. 

Many of the accounting principles that apply to profit-seeking organizations 
are equally applicable to hospitals. However, the unique characteristics of the 
hospital require, on occasion, the modification of universal principles or the 
development of new principles. 

. In accounting literature, there is a lack of agreement on the precise defini
tion of the term "principle." In this manual, the term "accounting principles" 
is used in the broadest sense to include all of the concepts, assumptions, con
ventions, and rules which serve as the theoretical basis of accounting pro
cedures, valuations, and presentations. 

BASIC CONCEPTS 

The Accounting Entity A fundamental accounting concept is that of the accounting entity, or unit. 
For accounting purposes, the hospital itself is personified as an entity capable 
of buying, selling, and taking other economic actions which are to be accounted 
for and summarized in a fashion providing for a segregation of the affairs of the 
hospital from the private or personal affairs of those charged with its admin
istration. The accountant thus regards the hospital as a being in its own right, 
separate and distinct from the parties who furnish the funds or sit on its 
governing board. The hospital itself is the primary unit for which the accounting 
records are maintained. Most departments of the hospital, however, usually 
as.^ume suflicient importance to require the accountant to treat them, for 
planning and control purposes, as subordinate entities, or units of accounta
bility. 

Continuity of Activity 
Another basic accounting: concept is that of continuity of activity, or the 

(joing concern. The assumption is that the accounting entity, the hospital, will 
continue to function indotiiutoly. It becomes necessary, then, to divide the life 
of the ho.^pital into time .'iccinents, to determine revenues earned and expenses 
incurred during each segment, and to measure the amounts of assets and 

*Reprinted, with permission, from Chart of Accounts for Hospitals, 
published by the American Hospital Association, 1966. 
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Objective Evidence 

Conservatism 

Consistency 

Full Disclosure and 
Materiality 

obligations at the end of each period. If immediate cessation of activity were 
the normal expectation, allocations of revenues and costs between the present 
and the future would be unnecessary. 

Information produced by the accounting process should be based, to the 
extent possible, upon objectively determined facts. A record made of an addi
tion to inventory, for example, shouhi be supported by properly executed 
business documents such as a copy of the purchase order, the receiving report, 
the supplier's invoice, and the check issued in payment of the invoice. Such 
documjents serve as objective evidence of the transaction and permit a reliable 
determination of the cost of the asset, the amount of the liability, and the 
propriety of the resulting cash disbursement. Retention of these documents 
for an appropriate period makes possible a verification of much of the data in 
accounting records. 

The requirement of objective evidence, however, cannot always be met by 
financial data in accounting reports. It often is necessary to make estimates, 
and in these instances the judgment of the accountant and of management 
must be exercised. While various computations and analyses can be made 
which provide some evidence, the determinations of depreciation and antici
pated bad debts, for example, are based to a large extent upon past experience 
modified by expected future conditions. 

Conservatism, while it currently exerts less influence on accounting pro
cedures than in earlier years, still is regarded as one of the basic accounting 
concepts. In matters of opinion and judgment, the least optimistic estimate 
generally is chosen when doubt exists as to the amount of the item. There is a 
tendency in accounting to understate assets and overstate liabilities. Deliberate 
and excessive misstatements of this sort, however, are indefensible. 

Consistency refers to the practice of continued uniformity of procedures from 
one period to another. When this requirement is ignored, accounting data are 
not comparable and the validity of the information is open to question. Con
sistency, however, does not require continued adherence to a method or pro
cedure that is incorrect or no longer useful; nor does consistency preclude a 
justifiable and desirable change in accounting procediu-e. 

The concept of full disclosure requires that all significant data be clearly and 
completely reflected in accounting reports. If, for example, a hospital were to 
change its method of accounting for certain transactions, and if the change 
had a material effect on the reported financial position or operating results, the 
nature of the change in method and its effect must be fully disclosed by ex
planatory footnotes or by comments attached to the report. No fact that would 
influence the decisions of management, the governing board, or other users of 
financial statements should be omitted from or concealed in accounting reports. 

Materiality is an elusive concept. The dividing line between material and 
immaterial amounts is not readily determined. It is clear, however, that an 
amount is material if its exclusion from an accounting statement would cause 
misleading or incorrect conclusions to be drawn by users of the statement. Due 
to the influence of conservatism, the tendency is to assign more importance to 
immaterial items than they warrant. 
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Stable Monetary Unit Accounting records represent primarily events and facts that can be expressed 
in terms of dollars and cents. The monetary unit is the common denominator 
employed in the accounting process so that summations can be made of dii^erent 
kinds of assets, liabilities, revenues, and expenses. All transactions are recorded 
and reported in terms of dollars, just as if a dollar of depreciation expense, for 
example, were e.xactly like a dollar paid for salaries and wages. Accounting is 
designed to measure every transaction according to the number of dollars 
involved, regardless of whether the value (purchasing power) of the dollars is 
equal or unequal. The underlying assumption, of course, is that the general 
price level remains reasonably stable; otherwise, the usefulness of the dollar as 
the standard of measurement would be impaired. While the purchasing power 
of the dollar has declined steadily in the last two decades, no generally accept
able alternative common denominator has been found. 

The choice of the dollar as the standard of measurement also means that 
information in accounting reports is limited to those facts that can be trans
lated into dollars and cents. Neither the balance sheet nor the income statement 
can directly reflect, for e.xample, the health of the administrator, the abilities 
of the medical staff, the morale and dedication of the nursing service, or the 
community's confidence and pride in its hospital. These are all hospital assets, 
but they cannot be assigned a precise and objective dollar valuation. 

Periodicity While the final results of operations cannot be determined precisely imtil an 
enterprise ceases to exist and is liquidated, it is assumed that reasonably 
accurate measurements of resources, obligations, and operating results can be 
made at regular intervals. The life of the enterprise is divided into one-year 
time segments called accounting periods, or fiscal years, and financial summaries 
are prepared for each period. 

The tentativeness of the presentation of a single year's financial experience 
in these periodic reports should be emphasized. The 12-month fiscal period (or 
the 13-period financial year) is a relatively brief installment in a continuing 
financial history. Economic factors having a significant influence on the success 
of an enterprise have historically exhibited an inclination toward sudden and 
substantial change. For this reason, the presentation of monthly as well as 
annual financial statements in comparative form is essential. Such presentations 
provide a reference to past fiscal performance and place the current data in 
proper perspective. 

Basis of Valuation Cost is the basis used in accounting for the valuation of most assets and 
for recording most expenses. Historical cost, simply defined, is the amount of 
cash or cash equivalents given in exchange for properties or services. It is the 
basis for the valuation of most assets and for the recording of most expenses. 
Until an asset—such as inventory or equipment, for example—is sold, con
sumed in operations, or otherwise disposed of, it generally is retained in the 
accounting records at its original cost. Cost ordinarily has been the basis of 
accounting for assets and expenses because it is said to be a permanent and 
objective measurement that reflects the accountability of management for 
the utilization of hospital funds. 

Hospitals, however, frequently acquire properties and services by way of 
donation. In such instances there is no "cost" in the usual sense, but the 
acquired property or service nevertheless should be entered in the accounting 
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records at its fair market value when received, as indicated in Chapter 5, page 
97. If a donated asset is depreciable property, subsequent depreciation charges 
should also be based on the asset's fair market value at the date it was donated 
to the hospital. Failure to give accounting recognition to donated properties 
and services results in an understatement of hospital assets, revenues, and 
expenses. 

Long-Term Security Investments 

An exception to the historical cost principle may be made in the valuation 
of long-term security investments—such as stocks—held in the endowment or 
plant fund. These investments traditionally have been carried in hospital 
accounting records at original cost, if purchased, or at date-of-donation fair 
market value, if acquired by donation. However, periodic—quarterly, semi
annual, or annual—adjustment of the investment accounts to reflect current 
market values is now a generally accepted practice. The use of current market 
value as the basis of valuation for long-term security investments seems prefer
able to the historical cost basis for these reasons: 
1. Cost, if used in financial reporting, serves no real "business" purpose and may 

even be misleading; 
2. The current market value of an investment portfolio is the true indicator of its 

earning power and of the stewardship responsibility of management; and 
3. The use of current market values for securities will facilitate accounting for 

"pooled" investments. 

In the formal accounting records, however, hospitals may retain historical cost 
valuations for these assets, and deal with current market values as supplemental 
information. 

Plant Assets and Depreciation Charges 

Another exception to the historical cost principle may be made in connec
tion with the valuation of plant assets and the determination of the related 
depreciation charges. Plant assets ordinarily are carried in the accounts at 
original cost or, if donated, at the fair market value at the time of acquisition, 
and depreciation charges are based on these valuations. A few hospitals do not 
have records of original costs, and their depreciation charges often are cal
culated as a percentage of expenses (excluding depreciation). Some of these 
hospitals have engaged reputable firms to appraise their lands, buildings, and 
equipment. In such cases the appraised valuations based on approximate 
acquisition cost, including accumulated depreciation to the appraisal date, 
should be formally recorded in the accounts. Furthermore, future depreciation 
charges should be based on these appraised valuations, regardless of the manner 
in which the plant assets originally were acquired. 

In some instances, plant appraisals (based on current dollar value) have been 
made where adequate original cost records were maintained. Tiicse data often 
have been recorded in the accounts as shown in Chapter 4. In such situations, 
it is improper to continue basing depreciation charges .solely on historical costs. 
One authority has stated: 

•American Institute of A company should not at the same time claim lar^fr prop(>rty valuations in its 
Certified Public Accountants. statement of assets and provide for the amortization of smaller amounts in its state-

Artounting lieiearchand menl of income. When a company has made representations as to increased valuation 
Editiov Chapt. 9B. p. 73. of plant, depreciation accountmg and periodic income determinations thereafter 

New York: the Institute, 1961. should be based upon the higher amounts.* 
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•Finney, H. A. and Miller. H. E. 
Principles of Accounting, 
p. 396. Englewood ClifTs, 

N. J.: Prentice-Hall. Inc., 1958. 

The concept of consistency requires that, where plant assets have been restated 
to reflect appraisal valuations (reflecting current dollar value), subsequent 
depreciation charges be based on such valuations. One of the reasons for 
adjusting plant asset valuations is to obtain operating data which reflect the 
current dollar cost of consuming plant and equipment services. 

Finally, whether or not a plant appraisal is involved, there is growing support 
for estimated current replacement cost of plant assets as the basis for deter
mining depreciation charges. It is argued that there is usually a significant 
difference between the original costs of these assets and their current replace
ment costs. Depreciation charges based on original costs, it is said, lead to an 
erosion of the existing investment in plant assets—an investment which hos
pital managements have an obligation to maintain in ordinary circumstances. 
Due to the steadily rising price level, the depreciation charges for a given time 
period therefore should represent the estimated current cost of replacing the 
plant asset services used up in producing the revenues of that period. In other 
words, it is not enough simply to recover the number of dollars that are invested 
in plant assets; accounting and financial policies should be adopted to permit 
the hospital's physical productive capacity to be maintained substantially 
intact. The hospital's obligation is that of preserving plant capital in terms of 
today's value of the original investment. 

One of the major arguments advanced in support of depreciation based on 
current replacement cost (price level depreciation) was stated in this way: 

The economic capital of a business—its capital, not in dollars, but in things—must 
be maintained before there is any economic income. Accounting concepts relative to 
depreciation are based on an assumption of stable money; if this assumption were 
warranted, economic and monetary income would be the same, and depreciation 
based on cost could result in the maintenance of economic capital. But the assumption 
is false, and accountants should not stand adamant upon conclusions that are based 
on false assumptions. Unless the charges to operations for things used up or otherwise 
disposed of in the process of operations are sufficient to replace these things, there is 
no economic income, and the real capital is impaired, no matter what the books may 
show as monetary income.* 

The argument has considerable merit. The American Hospital Association 
endorses this method of depreciation accounting and recommends its use in 
financial recording and reporting. Where depreciation charges are based on 
current replacement costs: (1) the current replacement costs should be deter
mined objectively by a reputable appraisal company, or by another equitable 
and agreed upon method; (2) the current replacement costs should be formally 
recorded in the accounts; and (3) full disclosure should be made in the financial 
statements as to the basis of valuing plant assets and of determining depre
ciation charges. Third-party reimbursement and "funded depreciation" prob
lems should be dealt with separately. 

Accrual Basis of 
Accounting 

ACCOUNTING CONVENTIONS 
For most management purposes, the cash basis of accounting is, at best, 
incomplete and misleading as a method of accumulating and reporting financial 
data. Under this system of accounting, revenues are recognized only when 
cash is received; expense and asset items are not recorded until cash is dis
bursed for them. The system produces an operating statement that is little 
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mo'e than a summary of cash receipts and disbursements, and a balance sheet 
that fails to include all of the hospital's assets and liabilities. 

In order to provide the necessary qualities of completeness, accuracy, and 
meaningfulness in accounting data, the accrual basis of accounting is strongly 
recommended. This system of accounting gives recognition to all revenues 
earned and to all expenses incurred in the time period, irrespective of the flow 
of cash between the hospital and other parties. For example, if a patient enters 
a hospital and receives various hospital services, the patient's account receiv
able should be debited, and the appropriate revenue accounts credited, at the 
time the services are rendered—or as soon thereafter as is practicable. The fact 
that the patient has paid nothing to the hospital for such services is irrelevant. 
On the other hand, if the patient makes an advance deposit, the deposit should 
not be treated as revenue until it is earned by the hospital in rendering services 
to the patient. 

Another example might be the prepayment of a three-year premium on a fire 
insurance policy. The payment should not be treated, in total, as an expense in 
the year of payment. The premium should be allocated to expense over the 
three-year period covered by the policy. 

Similarly, accounting records should reflect accrued income and accrued 
expense. Accrued income is income that has been earned but not yet received 
in cash by the hospital (earned but unreceived rental income, for example). 
Accrued expense is expense that has been incurred by the hospital but not yet 
paid in cash (unpaid salaries and wages earned by hospital employees, for 
example). 

Fund Accounting In addition to funds that may be used for general operating purposes, 
hospitals also receive gifts, endowments, grants, and appropriations. Such funds 
usually are given over in trust to the hospital and are designated for specified 
purposes such as construction, equipment, research, or education. Donor in
structions sometimes require that the principal be kept intact and invested, 
with only the income to be expended in accordance with the terms of the 
endowment. Aside from the moral and legal duty to observe such restrictions, 
there arises a managerial need for a separate accounting for groups of resources 
whose use must be limited to particular hospital activities or functions. The 
system of accounting known as fund accounting was developed in response to 
this need. 

In fund accounting, the hospital's resources, obligations, and capital balances 
are segregated in the accounts into logical groups according to legal restrictions 
and administrative requirements. Each account group, or fund, constitutes a 
subordinate accounting entity, created and maintained for a particular purpose. 
The accounts within each fund are self-balancing, and from them a balance 
sheet—and, in certain cases, an income statement—can be prepared. In hos
pitals, transactions between funds generally must be approved by the governing 
board. 

The recommended chart of accounts outlined in Chapter 3 provides for a 
separation of the accounts into five funds: Operating Fund, Specific Purpose 
Fund, Endowment Fund, Plant Fund, and Construction Fund. 

The Operating Fund is u.<?ed to account for the resources and day-to-day 
activities not required by law or administrative decision to be accounted for in 
a separate and distinct group of accounts, such as the Specific Purpose, Endow-
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ment, Plant, and Construction Funds. A Specific Purpose Fund is employed, 
generally for administrative reasons, to account for the principal amount of 
funds received from an outside agency to finance a specific project, usually in 
the areas of research and education. An Endowment Fund is maintained, as 
usually required by law, to account for resources given to the hospital as a 
permanent fund. The principal amount of the fund must remain intact but the 
income earned from investments of the resources may be expended. Expendi
tures of certain endowment fund income, however, may be restricted (either 
by reason of law or action of the governing board) to specific purposes. 

The Plant Fund is used to account for the hospital's investment in land, 
buildings, and equipment, as well as the related long-term debt (mortgages 
and bonds payable). It also carries the resources given to or set aside by the 
hospital for the purposes of replacing and expanding the plant assets in the 
future. Many hospitals, for example, "fund" depreciation through periodic 
transfers of cash from the Operating Fund to the Plant Fund, in order to accu
mulate resources for plant improvement, replacement, or e.xpansion. Hospital 
managements have begun to give more attention to the need to provide for the 
future replacement or expansion of plant facilities at higher costs arising from 
the anticipated continued decline in the purchasing power of the dollar. 

A Construction Fund often is established by hospitals to account for the 
receipt and expenditure of funds in connection with the acquisition or con
struction of new plant assets. Some hospitals prefer to account for this through 
the use of appropriate Plant Fund accounts. Where the project requires sig
nificant sums of money, however, a separate Construction Fund group of 
accounts would seem more desirable. 

A controversy exists as to whether or not there is an actual need for fund 
accounting in hospitals. The employment of fund accounting generally is re
quired by state law where the hospital is state-supported. In other situations, 
however, hospital accounting authorities disagree as to the need for fund 
accounting. At one extreme are those who regard fund accounting as essential 
and consider each fund as a separate accounting entity. They think of depre
ciation, for e.xample, as "rent" to be paid to the Plant Fund by the General 
Fimd for the use of plant assets. Another authoritative group argues that fimd 
accounting unduly complicates the accounting process and insists that the 
objectives of fund accounting can be accomplished simply by segregating the 
assets and liabilities by funds, maintaining a single capital account. Most of 
those belonging to this school of thought, howevr. give support to the practice 
of reporting operating results and financial positions by funds. 

The legal obligations attached to many endowments and certain grants for 
research projects would seem to make the use of Endowment and Specific 
Purpose Funds at least administratively desirable if not legally essential. As 
indicated on page 77, there may be circumstances under which a combination 
of the Operating and Plant Funds would be acceptable. The practice, in fact, is 
followed by a significant number of hospitals. 

A further discussion of the nature and purpose of each fund, and the account
ing procedures to be followed in connection with them, appears in Chapters 4 
through 6. 

Revenues Hospital revenue consists mainly of the value, at the hospital's/uU established 
rates, of all hospital services rendered to patients, regardless of the amounts 
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actually paid to the hospital by or on behalf of patients. The objective of 
patient service revenue accounting should be that of compiling a complete and 
accurate record, on the accrual basis, of gross revenues earned. Patient service 
revenues should be accumulated in the accounts in a manner that first identifies 
the revenues with the organizational units which produced the revenues, and 
then subdivides these classifications according to tjiDe of patient (inpatients, 
outpatients, and so on), financial status of patient, or in some other meaningful 
manner as indicated on page 31 of this manual. Measurements of departmental 
patient service revenues then can be compared with direct departmental ex
penses, so that the performance of each organizational unit can be evaluated, 
planned, and controlled more effectively. 

Hospitals also have revenues that arise from sources not directly associated 
with patient care. Many hospitals, for example, conduct educational programs 
and receive tuition fees from students. In those instances where the programs 
cover an extended period of time, and material amounts of tuition fees are 
received in advance, such fees should be taken up as income on a pro-rata basis 
over the period of time the programs are conducted. Otherwise, a mismatching 
of revenues and expenses would result. 

Funds sometimes are obtained from foundations, governmental agencies, 
individuals, and other sources to finance certain patient care, educational, or 
research activities. At other times, the principal amounts of donor-restricted 
assets given to the hospital are to be maintained intact, only the income being 
expendable for general or specific activities. The accounting for these funds, as 
well as for the income resulting from the investment of such funds, must 
conform to the donor's intent and to legal requirements. 

There are two acceptable methods for the recording and reporting of the 
receipts of principal and income of such funds. Under one method the donor-
restricted funds are recorded in the designated fund according to the terms 
of the restriction. All of the donor-unrestricted gifts, as well as the income from 
investments of all funds that are not donor-restricted, are recorded as income 
in the Operating Fund, regardless of any action that may be taken by the 
hospital's governing board to restrict the expenditures of such funds to certain 
particular purposes. This method might be referred to as the single income 
statement method. 

Another method that is acceptable is the consolidated income statement 
method. Under this method, all of the funds restricted by the donor or by the 
board are recorded in the designated fund according to the terms oy the restric
tion. Moreover, the income from investments is recorded in the same fund as 
that where the corpus resides. However, any gifts that are not donor-restricted, 
and any income from investments that are not donor-restricted, are reported 
as income within the various funds. The total of all income is then reported 
in a columnar income statement. 

Single Income Statement Method 

In this manual, it is assumed that there is only one income statement—that 
for the Operating Fund—and that all income available for general operations 
is transferred from other funds to the Operating Fund. The following explana
tion of the recording and reporting of these funds is predicated on this assumption. 

These funds may generally be classified as (1) Donpr-Restricted Funds, and 
(2) Unrestricted Funds. 
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Donor-Restricted Funds. When the hospital is given donor-restricted funds, 
the principal amounts of which are to be maintained intact and only the 
income from which is expendable for general or specific activities, such assets 
are classified as "endowment funds." (See treatment of board-created "endow
ments" under Unrestricted Funds.) These grants are never recorded as Oper
ating Fund income. The accounting for the income from the investment of 
these funds must conform to the donor's intent and legal requirements. When 
such income is donor-restricted for specific patient care, educational, or research 
activities, it is transferred to the Specific Purpose Fund in the time period in 
which it is earned. Such income is recorded as Operating Fund income only 
as it is used for the purpose specified by the donor. Investment income that is 
not restricted by the donor must be treated as Operating Fund income in the 
time period in which it is earned. When income from investments of endow
ment funds is restricted to the purchase of equipment, such income is trans
ferred to the Plant Fund. 

When donor-restricted funds are given to the hospital, the principal amounts 
of which must be expended in a manner designated by third-party donors (as 
distinguished from designations made by action of the hospital governing board 
or by its administrative officers), such funds are classified as specific purpose 
funds. These grants are not recorded as Operating Fund income when received. 
Normally the funds are specified to finance certain patient care, educational, or 
research activities. Such monies are transferred to the Operating Fund as 
Operating Fund income when the related patient care, educational, or research 
activity expenses are incurred. 

Hospitals, in many cases, receive contributions which are donor-restricted to 
the purchase of specific items of equipment.'These monies sometimes are re
corded initially in a Specific Purpose Fund rather than in the Plant Fund, for 
administrative reasons. There often is no requirement by the donor that the 
funds received be held intact until expended for the specific purpose. Accord
ingly, when the hospital chooses to invest such funds until they are expended 
for the specific purpose, the income earned on the investment is not usually 
restricted in any way. Such earnings, if there is no donor designation or legal 
restrictions, must be treated as Operating Fund income when earned. Lejral 
requirements and donor intent, however, may require that such earnings be 
added to the principal and carry the same restrictions as the original grant. 
Similarly, net gains on the disposal of investments are added to the principal 
and carry the same restrictions as the original grant. 

When resources restricted by donors for use in replacing, improving, or ex
panding hospital plant assets are given to the hospital, such assets are classified 
as plant assets. Income from the investment of donor-restricted funds in the 
Plant Fund, if such income is not restricted by .donor's intent or legal require
ment, must be treated as Operating Fund income; but if such income is so 
restricted, it should be added to the Plant Fund balance account and carry 
the same restrictions as the original grant. 

Unrestricted Funds. All receipts of unrestricted funds must be recorded as 
Operating Fund income, regardless of any action taken by the hospital's gov
erning board or its administrative otiicers to restrict their expenditure to speci
fied purposes. Even when a large unrestricted contribution becomes a board-
created "endowment" whose principal amount is to remain intact, the con«-
tribution must be recorded initially as Operating Fund income. Income earned 
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on investments of unrestricted contributions and gifts (including investments 
of board-created specific purpose and endowment funds)—as well as gains 
and losses on disposal of the investments of such funds—also must be given 
recognition in the Operating Fund. 

It is important that a careful distinction be made in the hospital's financial 
statements between donor-created and board-created specific purpose and 
endowTnent funds. 

Specific purpose funds created by action of the hospital's governing board 
may be accounted for in a separate fund called a "Board-Created Specific 
Purpose Fund." Similar accounts, as used in Specific Purpose Fund balance 
sheet accounts and as described on pages 69 through 74, may be used for this 
purpose. This method of recording such funds is preferred so that these funds 
are kept separate from donor-designated funds, even though the funds might 
be restricted to the same purpose. Board-created funds are recorded as income 
in the Operating Fund when received or earned; the funds in the donor-re
stricted Specific Purpose Fund are not recorded as income until used as desig
nated. To treat board-created funds and donor-restricted specific purpose 
funds in the same way would have the effect of recording the same money as 
income twice. 

When board-created specific funds are created, the Operating Fund balance 
is reduced; there is an offsetting increase in the Board-Created Specific Purpose 
Fund balance. When the funds are used as directed by board action (or if a 
decision is made to revoke such restrictions), there is a decrease in the Board-
Created Specific Purpose Fund balance and an increase in the fund balance of 
either the Operating Fund or the Plant Fund. 

When one or a few such funds are created by board action, "ian alternate 
procedure may be used. The funds may be treated as a segregation of the Operat
ing Fund balance and remain part of the Operating Fund. "Endowment funds" 
created by the hospital governing board from Operating Fund earnings (in
cluding general contributions, bequests, etc.,unrestricted by donors) should be 
accounted for in a separate fund called a "Board-Created Endowment Ftmd." 
Accounts, similar to tho.=;e used in Endowment Fund balance sheet accounts 
and described on pages 73-76, may be used for this purpose. This method of 
recording such funds is preferred so as to avoid mixing them with donor-re
stricted endowment funds. Board-created endowment funds already have been 
recorded as income when received or earned. Donor-restricted endowment funds 
will never be recorded as income. When Board-Created Endowment Funds 
are created the Operating Fund balance is decreased; there is an offsetting 
increase in the Board-Created Endowment Fund balance. The reverse takes 
place when the endowment is uncreated. 

Consolidated Income Statement Method 

The other acceptable method of recording the funds that are donor-unre
stricted but board-restricted, and the donor-unrestricted income derived from 
the investment of both restricted and unrestricted funds, is to record the trans
actions within each of the segregated funds. In effect, each fund would have its 
own income and expense summary accounts and its separate income statements. 
However, this method of recording is acceptable only when there is full dis
closure in reporting. A columnar income statement by fund, with a total column, 
would be acceptable, provided that the total column reflects at least the same 
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Deductions from Revenue 

Expenses 

income tha t would be reported if there were only one income statement of the 
Operating Fund. Separate reporting of the income from each fund would not 
suffice for full disclosure. The important concept to remember is that all income 
tha t is not donor-restricted—whether from donations, contributions, bequests 
etc., or from investments of restricted or unrestricted funds—and that is avail
able for general purposes must be reported in total. 

In many instances, the hospital receives less than its full established rates— 
sometimes nothing— for the services it renders. It is essential that accounting 
information reflect both the potential gross revenue and revenue "losses" 
resulting from inability to collect established rates for services provided. These 
revenue "losses," called Deductions from Revenue, are of five basic types: 

1. Charity Service. Charity service represents the uncollectible value, at the hospital's 
full established rates, of services rendered to financially indigent patients. Allow
ances in this category may vary from small reductions in regular charges for some 
patients to 100 per cent free care for others. 

2. Contractual Adjustments. These adjustments represent the uncollectible difference 
between full established charges for individual services and the contractual rates 
for composite services, usually on a per diem basis. 

3. Policy Discounts. Reductions in regular charges sometimes are made with respect 
to certain patients, for public relations reasons, as a matter of personnel policy, 
or as allowances to members of the clergy. (Allowances granted to the clergy 
by reason of their low income should be classified as charity service.) 

It is recommended that policy discounts granted for public relations reasons be 
held to a minimum and that insurance coverage be obtained for all hospital em
ployees and their dependents. Local policy will dictate whether premiums should 
be paid by the hospital or by the employee. 

4. Administrative Adjustments. These adjustments represent immaterial amounts 
of patient service revenue not billed to patients because the cost of billing and 
collection would exceed the amounts received. 

5. Provision for Bad Debts. This deduction represents the estimated amount of 
accounts receivable likely to be credit losses, as described in Chapter 5, page 95. 

All of the above items should be recorded and reported as direct deductions 
from gross revenue rather than as expenses. 

Expenses are expired costs; tha t is, costs that have been used or consumed in 
carrying on some activity and from which no benefit will extend beyond the 
present. The terms "expense," "cost," and "loss" often are confused. Ter
minology Bulletin Number 4, issued by the American Institute of Certified 
Public Accountants, includes the following statements: 

Cost is the amount, measured in money, of cash e.xpended or other property trans
ferred, services performed, or a liability incurred, in consideration of goods or services 
received or to be received. Costs can be classified as unexpired or expired. Unexpired 
costs (assets) are those which are applicable to the production of future revenues. 
Expired costs are those which are not applicable to the production of future revenues, 
and for that reason are treated as deductions from current revenues. 
Expense in its broadest sense includes all expired costs which are deductible from 
revenues. The narrower use of the term expense refers to such items as operating, 
selling or administrative expenses, interest, and taxes. 
Loss is (1) the excess of all expenses, in the broad sense of that word, over revenues 
for a period, or (2) the excess of all or the appropriate portion of the cost of assets 
over related proceeds, if any, when the items are sold, abandoned, or either wholly or 
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partially destroyed by casualty or otherwise written off. When losses of the second 
type are deducted from revenues, they are expenses in the broad sense of that term. 

The Bulletin goes on to say that, while the term expense is useful in its broad 
and generic sense in discussions of transactions and as a general caption in 
income statements, its use in financial statements is often appropriately limited 
to the narrower .sense of the term. 

The objective of expense accounting is to accumulate, on the accrual basis, 
complete and meaningful records of e.xpenses in a manner which clearly asso
ciates them with responsibility centers in the hospital. Within each center a 
further classification of expense should be made according to object of ex
penditure, and in a manner that will permit subsequent reclassifications for 
purposes of uniform financial reporting. These matters are discussed in detail 
in the following chapters. 

A careful accounting should also be made of fund-raising expenses incurred 
by hospitals. Where these expenses are material in amount, they should be 
fully and separately disclosed in the income statement. The practice of report
ing only the net proceeds of a fund-raising campaign is not acceptable. 

Expetiditure Capitalization 

Difficulties sometimes are encountered in connection with the treatment of 
expenditures for acquiring, improving, or repairing fixed assets. The problem 
is best resolved on a practical rather than a theoretical basis. Some arbitrary 
policy should be established and followed consistently. Such a policy, for e.x
ample, may be to capitalize all plant asset expenditures of $50 or more when 
the asset has an estimated useful life of three years or longer. Plant asset ex
penditures of less than $50 then would be charged to expense directly. No single 
standard, in terms of dollars or useful life, can be applied in all hospitals; each 
should develop realistic standards based upon its own experience and then 
follow these standards consistently. 

Interest accrued during the construction period on debt used in financing 
construction, however, should be capitalized as an addition to the cost of the 
asset under construction. The amount that should be capitalized should be an 
amount equivalent to the interest on the cost of the borrowed funds actually 
invested in the plant. 

Depreciation 

The subject of depreciation requires special attention because some hospitals 
still do not include depreciation as an element of expense. It is argued that 
depreciation should not be recognized because most of the hospital's plant assets 
are acquired by donation or are purcha.sed with donated funds. There al-so are 
those who would record depreciation on plant assets (however acquired) only 
when cash is being set aside for the future replacement of such assets. 

All assets owned by a hospital- no matter how the assets were acquired-
must be included in the hospital's balance sheet. If the assets are depreciable 
it would be inconsistent and confusing to recognize the assets and ignore the 
related depreciation. The balance sheet valuation of the assets would be im
proper (in that the accumulated depreciation charges would not be recorded 
and deducted from the plant asset accounts) and, more importantly, the real 
costs of operating the hospital would be significantly understated. 



230 

Prirtciples of Accounting 

It must be remembered that depreciation of plant assets occurs whether it is 
recorded or not, and regardle.ss of the original source of the assets or the means 
employed to replace them. Depreciation is an economic fact, and all hospitals 
should record depreciation as an operating expense. 

Matching Revenues Determination of the net income of an accounting period requires measure-
and Expenses ments of amounts of revenues, revenue deductions, and expenses associated 

with the period. Hospital revenue should be recorded in the period in which it 
is earned; that is, in the time period during which the services are rende.'-ed to 
patients and a legal claim arises against them for the value of the services. Once 
the revenue determination is made, a measurement must be made of the 
amount of expense incurred in rendering the services on which the revenue 
determination was based. Unless there is such a matching of accomplishment 
(revenue) and effort (expense), the reported net income of a period is a mean
ingless figure. 

Sometimes overlooked is the requirement that revenue deductions also 
should be matched properly against the gross revenues of the accounting period. 
During the accounting period, patients' accounts receivable will be debited and 
revenue accounts will be credited, at the hospital's full, established rates, for 
all services rendered to patients. Some amount of these accounts receivable 
will remain unpaid at the end of the accounting period. A majority of these 
accounts will be collected in cash from the patients or from their third-party 
sponsors, but the remainder eventually will be written off as deductions from 
revenue. 

It is important that these revenue deductions be given accotmting recogni
tion in the same period that the related revenues were recorded, even though 
the amounts of the deductions cannot be precisely determined. Adjustingejitries 
should be made at the end of each reporting period as shown here: 

Deductions from Revenue—Charity Service 
Allowance for Uncollectible Receivables—Charity Service 

To record the estimated amount of charity 
service included in accounts receivable 

Deductions from Revenue—Contractual Adjustments 
Allowance for Uncollectible Receivables—Contractual Adjustments 

To record the estimated amount of contractual 
adjustments applicable to accounts receivable 

Deductions from Revenue—Policy Discount* 
Allowance for Uncollectible Receivables—Policy Discounts 

To record the estimated amount of policy discounts 
applicable to accounts receivable 

Deductions from Revenue —Provision for Bad Debts 
Allowance for Uncollectible Receivables—Bad Debts 

To record the estimated amount of accounts 
receivable deemed to be bad debts 

*The account numbering system ii described in Chapter 3. 

Dr. 
Cr. 

Dr. 
Cr. 

Dr. 
Cr. 

Dr. 
Cr. 

Number* 
500.00 
112.20 

510.00 
112.21 

520.00 
112.22 

529.00 
112.23 
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At a subsequent date in the following accounting period, when determinations 
are made of the actual amounts of these revenue deductions, such amounts 
should be credited to patients' accounts receivable and debited to the appro
priate "allowance for uncollectible receivables" account. Only in this way can 
gross revenues and deductions from revenues be properly matched, and a proper 
balance sheet presentation of patients' accounts receivable at net realizable 
value be achieved. 




