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| NTRODUCTI ON

This chapter summarizes a nunber of accounting and reporting
issues related to capitation agreenents at the University’'s
medi cal centers, including the treatnent of health care
revenues and expenses, contract |osses, stop-loss insurance,
and contract acquisition costs of providers of prepaid

heal th servi ces.

The rapidly rising cost of health care services has led to
an increase in the nunber of prepaid health care plans.
These pl ans serve as an alternative systemfor the delivery
and financing of health care services and have | argely
replaced the traditional cost-based and charge-based (fee-
for-service) reinbursenent systens. Under a capitation
arrangenment, a nedical center agrees to treat the nenbers of
a health plan for a fixed-rate-per-nmenber-per-nonth. The
medi cal center, thus, is at risk and is liable for any
expenses incurred beyond the nonthly capitation paynents.
Consequently, the focus of the nedical center has changed
fromrevenue maxi m zation to reducing costs.

Because of the narket pressures to reduce costs, insurance
conpani es, heal th mai nt enance organi zati ons (HVOs),
physi ci ans, nedical centers, and other health care providers
and managers have organi zed into integrated delivery systens
and networks that conbi ne inpatient, outpatient, and
physi ci an services into single contracting organi zati ons.
These systens and networks may be fornmed through nergers,
joint ventures, affiliation agreenents, or contractual risk
sharing arrangenents to provide services on a predeterm ned,
fixed-fee capitation basis, rather than the customary fee-
for-service arrangenents.
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It is essential, therefore, for effective case nanagenent
that the ternms and conditions of capitated contracts be
understood by the nedical center contract manager and the
appropriate finance departnent staff.

DEFI NI TI ONS

Adm tting Medical Center - The nedical center that admts
a nmenber for 24-hour inpatient care. This may be the
contracting nedical center or another nedical center from
whi ch purchased inpatient services are obtained by the
contracting nedical center.

Acqui sition Costs - Marketing costs directly related to
the acquisition of specific subscriber contracts and
menber enroll ment and increnental to general marketing
activities.

Capitation Fee (Medical Center) - A fixed amount (usually
per nmenber) that is paid periodically (usually nonthly)
to the contracting nedical center as conpensation for
provi di ng conprehensive health care services (usually
excl udi ng physici an-covered services) for the period.

The fee is set by contract between the HMO and the
contracting nedical center.

Contracting Medical Center - The nedical center that has
contracted wwth an HMO to provide inpatient services

and/ or nedical center outpatient services for HVO nenbers
on a risk-based capitation fee basis.

Contract Period - The period for which premumrates are
fixed by contract, typically one year.

Co- paynent - A paynent required to be made by a nenber to
the contracting nedi cal center when specific health care
services are rendered. Typical co-paynents include fixed
charges for each prescription or certain elective nedical
center procedures.
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Heal t h Mai nt enance Organi zation (HMO - A generic set of
nmedi cal care organi zations organi zed to deliver and
finance health care services. An HMO provides
conprehensive health care services to enroll ed nenbers
for a fixed, prepaid fee (premunj.

I ncurred But Not Reported (IBNR) Costs - Costs associ ated
with health care services incurred during a financial
reporting period but not reported to the prepaid health
care provider (see below) until after the financial
reporting date.

I ndi vi dual Practice Association (IPA) - A partnership,
associ ation, corporation, or other legal entity organized
to provide or arrange for the delivery of health care
services to a nenber of a prepaid health care plan and
non- nenber patients. In return, the | PA receives either
a capitation fee or a specified fee based on the type of
servi ce rendered.

Menber - An individual who is enrolled as a subscri ber,
or an eligible dependent of a subscriber, in a prepaid
heal th care pl an.

Preferred Provider Organization (PPO - An organization
that contracts with providers to deliver health care
services for a negotiated fee based on the | evel of
utilization. There are financial incentives to

subscri bers to use the contracting providers. PPGCs
normal Iy do not accept the transfer of financial risks.

Prem um (al so known as Subscri ber Fee) - The
consideration paid to a prepaid health care provider for
provi ding contract coverage. Typically, premuns are
established on an individual, two-party, or famly basis
and paid nonthly.
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Prepaid Health Care Provider - An entity that provides or
arranges for the delivery of health care services in
accordance with the terns and provisions of a prepaid
health care plan. The provider assunes the financial
risk of the cost of delivering health care services in
excess of pre-established fixed premuns. However, sone
or all of this financial risk may be contractually
transferred to other providers or by purchasing stop-I|oss
I nsur ance.

Purchased | npatient Services - Services purchased by a
contracting nedical center from another nedical center
when a nenber is admtted to the other nedical center

wi th the approval of the contracting nedical center.

Such services usually do not include ancillary services
pur chased from anot her nedi cal center or organization for
i npatients of the contracting nedical center.

Purchased Services - Services, other than purchased

i npati ent services, purchased by the contracting nedi cal
center from another nedical center or organization
(vendor).

Stop-loss Insurance - A contract in which an insurance
conpany agrees to indemify a contracting nmedical center
for certain health care costs in excess of a
predeterm ned anount (limt) incurred by the contracting
medi cal center in providing care to nenbers. The limt
usual ly covers an annual period and is applied agai nst
accunul ated charges, a percentage of charges, or patient
days for all episodes of care, rather than being applied
to each episode of care.

Subscri ber - The person responsible for paynent of
prem uns or whose enploynent is the basis for eligibility
for menbership in the HMO
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I11. CAPI TATED CONTRACTS

There are two types of capitated contracts:

A

Rl SK SHARI NG CONTRACTS

In this type of contract, the nedical center agrees to
absorb a portion of the cost of treating a particul ar
HMO s patients if the expenses incurred during the year
exceed the previously agreed upon budgetary limts. At
the sane tinme, the nedical center will share in the
profit if the expenses are under the previously agreed
upon budgetary limts. This creates an incentive for
the nedical center to treat each patient as efficiently
as possi bl e.

At year-end, there will be a liability to or a

recei vable fromthe HMO for the difference between the
actual cost and the budgeted cost. On the nedi cal
center's bal ance sheet, the entry will be recorded in
either "Third-Party Settl enents-Receivable" or in
"Third-Party Settlenents- Payable." The other side of
the entry to create this asset/liability nust be
recorded in the "Contractual Adjustnment HMY PPO and

O her Contracts.™

FULL RI SK CONTRACTS

Under this type of contract, the nedical center agrees
to treat the nenbers of a health plan for a fixed rate-
per nmenber-per-nonth. The nmedical center is at risk
and is |iable for any expenses incurred beyond the
nmont hl y capitation paynents

Under certain circunmstances, an HVMO nay renmt paynments

i n advance to nedical centers for services not yet
identified. Such situations should be accounted for
simlarly to the accounting for capitated contracts. A
medi cal center may purchase stop-loss insurance, which
wll indemify the nmedical center for any patient whose
charges exceed a flat anount.

I V.  ACCOUNTI NG FOR | NPATI ENT SERVI CES

For

i npatient services provided by the contracting nedi cal

center wwthin its own facilities, the accounting of revenue
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and expenses for capitation patients is no different than
that for any other patient. Revenue (recorded at full-
established rates) and all direct expenses nust be accounted
for in the functional centers related to the services

provi ded.

However, for inpatient services (other than just ancillary
services) that nust be obtained from anot her nedical center
that has admtted the nenber, the accounting for the rel ated
revenue and expenses mnmust be accommbdated in a different
manner. Because the capitation fees are not related to
specific patients, all earned capitation fees nust be
recorded as a credit to "Contractual Adjustnents - Qther."

Sections A, B, and C bel ow contain accounting entries for
various situations in which inpatient services are provided
to menbers.

A GROSS REVENUE

Gross revenue for inpatient and outpatient services
rendered by the contracting provider is recorded at
established rates in the cost centers that provide the
patient care.

Revenue Recognition - Since capitation revenue is
earned as a result of agreeing to provide services to
menbers without regard to the actual anmount of services
provi ded, revenue should be recorded in the period that
beneficiaries are entitled to health care services.

Services provided by a contracting provider are
recorded as foll ows:

ACCOUNTI NG FOR | NPATI ENT SERVI CES (Cont.)

A GROSS REVENUE (Cont.)

Dr. Inpatient Receivable - Oher (Capitated)
Cr. Various Revenue Accounts

Gross revenue for ancillary services purchased from
anot her provider by a contracting provider is recorded
in the appropriate cost center. G oss charges should
be based on the sane rates as those applied to other
payor categori es.
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Anci |l lary services purchased from anot her provider are
recorded as foll ows:

Dr. Patient Accounts Receivabl e
Cr. Ancillary Revenue

Note: No revenue is recorded for capitated patients
admtted to another facility.

NET REVENUE

1. Capitation Paynents Earned in the Period Received

These paynents are recorded as a credit to
contractual allowances and shoul d be recorded net
of risk pool withholds. |In addition, if the

capi tation paynent has been reduced to pay for
itens such as stop-1loss insurance provided by the
i nsurer, the capitated anmount shoul d be grossed up
to include these itens. Any reductions for
expenses netted against capitation paynents should
be recorded in the appropri ate expense account.

Capitation paynents earned in the sane period they
are received are recorded as foll ows:

Dr. Cash
Cr. Contractual Allowances - Capitated
Capi tation Paynents Recei ved Before Bei ng Earned

Capitation paynents received before they are
earned nmay be recorded as deferred incone. A
credit to contractual allowances is recorded when
t he paynents are earned, as follows:

When paynent is received:

Dr. Cash
Cr. Deferred Income - Capitation Fee

When paynent is earned:

Dr. Deferred Incone - Capitation Fee
Cr. Contractual Allowances - Capitated
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Note: Use of the Deferred Income account is not
necessary if the anmobunts received are earned
within the sanme accounting peri od.

Pati ent Deducti bl es and Co-paynents

Pati ent deducti bl es and co-paynents are recorded
as a reduction of patient accounts receivabl e:

Dr. Cash
Cr. Patient Accounts Receivabl e

St op-1 0oss Proceeds

St op-1 0oss proceeds for patients treated by the
contracting provider are recorded as a reduction
of patient accounts receivable:

Dr. Cash
Cr. Patient Accounts Receivabl e

St op-1 0oss proceeds for patients not treated by the
contracting provider are recorded as a reduction
of contractual allowances:

V.  ACCOUNTI NG FOR | NPATI ENT SERVI CES (Cont.)

TL 81

NET REVENUE ( Cont.)

Dr. Cash
Cr. Contractual Allowances - Capitated

Note: Stop-loss proceeds nmay be recogni zed as a
recei vable. Stop-loss proceeds for patients not
treated by the contracting provider are recorded
at the time they are recognized as a receivable.
The receivable is reduced when paynent is

recei ved.

When recogni zed as a receivabl e stop-1oss proceeds
are recorded as foll ows:

Dr. O her Accounts Receivable - Capitated
Cr. Contractual All owances — Capitated

St op-1 oss proceeds are recorded when they are
recei ved as foll ows:
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Dr. Cash
Cr. O her Accounts Receivable- Capitated

Note: Mnthly net revenue estimtes should
include all anticipated stop-1oss proceeds,
regardl ess of where the patient is treated.

5. Ri sk Pool Distributions

Ri sk pool distributions to a provider are recorded
as a credit to contractual allowances. To the
extent they can be estimated on an interim basis,
contractual allowances should be adjusted to
reflect anticipated risk pool distributions. R sk
pool distributions should be prepared nonthly and
an extensive review done quarterly. These
estimates are corrected when the risk pool
distribution is received.

Dr. Cash

Cr. Contractual Allowances - Ri sk Poo

EXPENSES

Heal th care expenses shoul d be accrued as services are
rendered, including estimates of the cost of services
rendered but not yet reported. Furthernore, if a
provi der of prepaid health care services is obligated
to render services to specific nenbers beyond the
prem um period due to provisions in the contract or
regul atory requirenents, the costs of such services to
be incurred, net of any related anticipated revenues,
shoul d be accrued currently.

Expenses that will be incurred after a contract is
term nated, such as guaranteed salaries, rent, and
depreci ation, net of any anticipated revenues, should
be accrued when it is determned that a contract with a
sponsoring enployer or other group will be term nated.

Amount s payabl e to nmedi cal centers, physicians, or

ot her health care providers under risk-retention

bonus, or simlar prograns should be accrued during the
contract period based on relevant factors, such as
experi ence-to-date.

1. Purchased Medi cal Services

TL 81
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Pur chased nedi cal services occur when a nenber is
not admtted to the contracting nmedical center but
is admtted to another nedical center with the
approval of the contracting nedical center. Since
the contracting nedical center is responsible for
all of the cost of the services provided by the
admtting nedical center, the admtting nmedica
center will bill the contracting nedical center
for the care provided. Because the nmenber was not
admtted to the contracting nedical center, it is

TL 81 6/ 30/ 99
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V.  ACCOUNTI NG FOR | NPATI ENT SERVI CES (Cont.)

C.  EXPENSES (Cont.)

1.

6/ 30/ 99

Pur chased Medi cal Services (Cont.)

i nappropriate to record the expenses and rel ated
units of service (e.g., patient days, surgery

m nutes, etc.) in the functional cost centers for
the contracting nmedical center. It is also

i nappropriate to gross up the revenue of the
contracting nedical center related to the services
provided by the admtting nedical center.

However, since the contracting nedical center is
responsi ble for the cost of the services provided
and has received capitation fees to provide al

i npati ent services, such costs nust be recorded as
i npati ent service expense.

| npati ent Services Purchased From Anot her Medica
Center are recorded as foll ows:

Dr. Purchased | npatient Services
Cr. Accounts Payabl e

Note: No revenue is recorded for capitated
patients admtted to another facility.

The antici pated cost of patient care services
furni shed by other providers should be estinmated
nmont hly and recorded on the bal ance sheet as an
“I'ncurred But Not Reported” (IBNR) expense.
Paynents for purchased nedi cal services are offset
agai nst | BNR

The costs for patients admtted to anot her
facility for services are recorded as purchased
service expense in a separate cost center for each
capitated contract. The cost of ancillary

servi ces purchased from another provider is
recorded as purchased service expense in the
appropriate ancillary cost center.

Record the estinmated cost of purchased nedi cal
servi ces:

Dr. Purchased Services
Cr. IBNR (Liability)

TL 81



ACCOUNTI NG MA

MEDI CAL CENTERS: ACCOUNTI NG FOR CAPI TATED CONTRACTS
H 576-12
NUAL Page 13

TL 81

Recei pt of bills for purchased nedical services is
recorded as foll ows:

Dr. IBNR (Liability)
Cr. Accounts Payabl e

If IBNR costs are not recorded, the foll ow ng
entry shoul d be made:

Dr. Purchased Services
Cr. Accounts Payabl e

Cost of Stop-loss |Insurance

By purchasing stop-loss insurance, prepaid health
care providers or associated entities transfer
portions of their financial risks to insurance
conpani es. Under a stop-loss arrangenent, a
provider typically contracts with an insurance
conpany to recover health care costs in excess of
stated anounts during the contract peri ods.

St op-10ss insurance prem uns should be included in
reported health care costs. Stop-loss insurance
recoveries should be reported as reductions of

rel ated health care costs. Receivables
representing anounts recoverable frominsurers
shoul d be reported as assets, reduced by
appropriate valuation allowances. [In addition,
the nature, amounts, and effects of significant
stop-loss insurance contracts should be di scl osed
in the notes to the financial statenents.
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V. ACCOUNTI NG FOR | NPATI ENT SERVI CES (Cont . )
C.  EXPENSES (Cont.)

2.

Cost of Stop-loss Insurance (Cont.)

The cost of stop-loss insurance is recorded as

i nsurance expense. As noted earlier, capitation
paynents are sonetines reduced to pay for stop-

| oss insurance provided by the insurer. |If the
anount of this reduction can be determned, it is
recorded as insurance expense.

Dr. I nsurance Expense
Cr. Cash/ Accounts Payabl e

Ri sk Pool

Some risk contracts may provide for the nmedica
center to maintain and distribute a risk pool.

Ri sk pools create an incentive to manage care and
hol d down costs. Paynents into a risk pool are
recorded as a liability, which is reduced as
distributions are made fromthe risk pool.

Dr. Cash
Cr. Risk Pool Liability

Ri sk pool distributions should be prepared
regularly and an extensive review done quarterly.

V. ACCOUNTI NG FOR LOSS CONTRACTS

A prepaid health care provider enters into contracts to
provi de nmenbers with specified health care services for
specified periods in return for fixed periodic premuns.
The prem umrevenue is expected to cover health care costs
and other costs over the terns of the contracts. Only in

unusual

circunstances woul d the provider be able to increase

prem uns on contracts in force to cover expected |osses. A

6/ 30/ 99

TL 81



MEDI CAL CENTERS: ACCOUNTI NG FOR CAPI TATED CONTRACTS
H 576- 12
ACCOUNTI NG MANUAL Page 15

provider may be able to control or reduce future health care
delivery costs to avoid anticipated | osses, but the ability
to avoi d | osses under existing contracts may be difficult to
measure or to denonstrate.

Associ ated entities such as nedical centers, nedical groups,
and | PAs may enter into simlar contracts with prepaid
health care providers in which they agree to deliver
identified health care services to the providers’ nenbers
for specified periods in return for fixed fees.

Fi nanci al Accounting Standards Board Statenent No. 5,
Accounting for Contingencies, states that a | oss shoul d be
accrued in financial statenents when it is probable that a
| oss has been incurred and the anmount of the | oss can be
reasonably estimated. Accordingly, |osses should be
recogni zed when it is probable that expected future health
care costs and mai nt enance costs under a group of existing
contracts will exceed anticipated future prem uns and stop-
| oss insurance recoveries on those contracts.

For purposes of determ ning whether a | oss exits, the
expected future health care costs include all costs other

t han general and adm nistrative, selling, nmaintenance,

mar keting and interest costs. The term "maintenance costs”
refers to costs associated with maintaining enroll nent
records and processing prem um coll ections and paynents.

The estimated future health care costs and mai ntenance costs
to be considered in determ ning whether a | oss has been
incurred should include fixed and variable, direct, and
allocable indirect costs. Contracts should be grouped in a
manner consistent with the provider’s nethod of establishing
premumrates, for exanple, by community rating practices,
geographi cal area, or statutory requirenents, to determ ne
whet her a | oss has been incurred. Contracts should be
reviewed quarterly.
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VI.  ACCOUNTI NG FOR CONTRACT ACQUI SI TI ON MARKETI NG COSTS

Many prepaid health care providers incur costs that vary
with, and are primarily related to, the marketing of

subscri ber contracts and nenber enroll nent. These costs,
which are sonetines referred to as acqui sition costs,
consist mainly of comm ssions paid to agents or brokers and
i ncentive conpensation based on new enrol |l nents.

Comm ssions and incentive conpensation may be paid when the
contracts are witten, at |ater dates, or over the term of
the contracts as prem uns are received.

Sonme providers incur additional costs directly related to
the acquisition of specific contracts, such as the costs of
speci al i zed brochures, marketing, and adverti sing.

Providers al so incur costs that are related to the

acqui sition of new nenbers but that do not relate to
specific contracts and are not considered acquisition costs.
These costs include the salaries of the marketing director
and staff, general marketing brochures, and general
advertising and pronotion expenses. Increnental direct
acquisition costs, e.g., brokers conm ssions or bonuses,
shoul d be capitalized and charged to expense over the
contract period to which the costs relate. For purposes of
capitalizing and anortizing such costs, they should be
grouped consistent with the nedical center’s manner of
acquiring, servicing, and neasuring the profitability of its
managed care arrangenents. Network and product devel opnent
costs (i.e., start-up costs) should not be capitalized as
deferred acquisition costs.

Al though there is theoretical support for deferring certain
acquisition costs, the acquisition costs of providers of
prepai d health care services, other than the cost of
advertising, should be expenses as incurred. Advertising
costs shoul d be accounted for in conformty with the

gui dance in Standard Operating Procedure 93-7, Reporting on
Advertising Costs
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