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hysicians practice medicine and com-

municate within the world of medical

language, yet there is a lack of aware-
ness and understanding by many health care
professionals of the universal language of
business, which is accounting. Just as Latin
provides the basic framework for medi-
cally related terminology, accounting is the
standard language used to convey financial
information to both internal and external
stakeholders.

Accounting principles are important
to physicians at any level. Whether you are
starting out in private practice, running a
clinical department, or working as an execu-
tive in a health care system, most decisions
are based on the interpretation of financial
data using accounting principles. Accounting
standards in the United States are developed
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by the Financial Accounting Standard Board
(FASB) and established as a set of principles
and guidelines called Generally Accepted
Accounting Principles (GAAP).1*

Accrual- vs cash-based
accounting

There are 2 approaches to recording finan-
cial transactions: accrual- and cash-based
accounting methods. The main difference
between them is in the timing of the recorded
financial transactions (when revenue and
expenses are recognized on the accounting
books). Under GAAP, the matching princi-
ple, which is one of the most basic and uti-
lized guidelines of accounting, specifies that
accrual accounting be used. In the United
States, most businesses (publically traded
companies and moderate- to large-sized
companies) use accrual accounting, while
some individual and smaller businesses,
including health care services such as physi-
cian practices, use the cash method.'*

Accrual-based accounting
Accrual-based accounting specifies that rev-
enues are recorded when they are earned,
and expenses are recorded when they occur.
A health care business may earn revenue for
services on one day, but the cash may not
be received or recorded on the accounting
books for several weeks or months and at an
amount less than billed.

Accrual-based accounting provides a
more accurate representation of a business’
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financial performance, since it uses the prin-
ciple in which expenses are matched to rev-
enues in the same time period. This enables a
more precise representation of true financial
performance during a given time frame.'**

Cash-based accounting

Cash-based accounting is the easiest method
to understand and implement because finan-
cial transactions are recorded in the account-
ing books when money is received or spent
without the need for complex accounting
techniques or integration of accounts receiv-
able or payable.

Despite the ease of use and simplicity
in tracking cash flow, this method can be
deceiving because revenue may be received
or expenses may need to be paid at times that
are not consistent with when the revenue
has been earned or expenses incurred. This
can result in misleading information on the
business’ health and the accuracy of tracking
financial performance over time, since reve-
nue and expenses for a particular transaction
may occur at different times.'*

Which accounting process to choose?
Even though accrual-based accounting may
provide a more accurate financial representa-
tion of a business’ performance, many smaller
businesses, including physician practices,
prefer to use cash-based accounting. In addi-
tion, many health care businesses are eligible
to use cash-based accounting per Internal
Revenue Service (IRS) rules by qualifying for
the Gross Receipts Test and being a qualified
Personal Service Corporation (PSC):

o The Gross Receipts Test states that if the
average annual gross receipts of the busi-
ness are less than $5 million, the busi-
ness can use the cash-based accounting
method.

o If atleast 95% of a business activity involves
performing health care services, and at least
95% of the business is owned by employees
performing health care services, then the
business qualifies as a PSC that may use the
cash-based accounting method.

Many physician practices qualify to
use cash-based accounting, which reduces
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the complexity of following accrual-based
accounting rules and simplifies overall cash-
flow management.®

New practice opens

Practice A opens its practice on January 1.
The practice borrows $20,000 from the bank
to purchase hysteroscopic equipment for
office-based tubal sterilizations and an addi-
tional $50,000 for an ultrasound machine. Both
loans have a 5% annual interest rate amortized
over 5 years. The practice leases office space
and pays rent 2 months in advance at $8,000
($4,000 per month). On January 1, the practice
pays a $1,200 premium for annual property and
liability insurance and $12,500 for the first quar-
ter payment for professional liability insurance
($50,000 annually, paid quarterly). Other costs
the practice pays in January include: utilities,
$400; EHR licensing, $300; technical support,
$200; and salaries, $10,000.

The practice purchases 4 sets of steriliza-
tion spring devices at $1,500 each ($6,000) to
have in stock. One hysteroscopic sterilization
procedure is performed on a patient in Janu-
ary using 1 device. The practice is reimbursed
$2,500 for the procedure.

In January, the practice bills $150,000 in
charges, but after insurance contractual adjust-
ments, January’s revenue is $50,000. Actual
cash payments from billings received are
$10,000 in January, $30,000 in February, and
$10,000 in March.

Atfirst glance, there is a noticeable difference
on the sales or recognition of revenues based
on the type of accounting (TABLE, page 36).
With the accrual method, because the bill-
ing charges are submitted in January when
the services were provided (minus the insur-
ance contractual adjustments), the $50,000
revenue is immediately counted and recog-
nized, even though the practice only received
$10,000 cash for those billings during Janu-
ary. While the benefit to accrual accounting
is the timely recognition of the revenue when
the service was provided, the downside is
that much of those billings might actually be
paid over 90 days, and some of those billings
may go unpaid by the insurance company
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TABLE Accrual vs cash method accounting
for Practice A in January

Accrual Cash
Month method method
January
Sales Revenue $150,000 $10,000
Adjustments ($100,000)
NET SALES $50,000 $10,000
Expenses
Merchandise $1,500 $6,000
Office rental $4,000 $8,000
Property liability insurance $100 $1,200
Professional liability insurance $4,200 $12,500
Utilities $400 $400
Electronic health records licensing $300 $300
Technical support $200 $200
Salaries $10,000 $10,000
Depreciation $1,167 $1,167
Interest $292 —
TOTAL EXPENSES $22,159 $39,767
Income (loss) before income taxes $27,841 (29,767)
Taxes (35%) $9,744
NET INCOME $18,007 { (29,767)
or the patients, which would require adjust-
ments in later months.

The cash-based method is simpler to
understand because the cash received for the
month is recognized as the revenue, regard-
less of the amount charged that month.
Merchandise. In the accrual method, the
cost of merchandise sold (the hysteroscopic
sterilization implants) is recognized as an
expense when the revenue is generated from
its sale. In this case, the date that the patient
has the hysteroscopic in-office steriliza-
tion procedure is when the revenue and the
expense of the implant are recognized.

In a cash-based accounting method, the
$6,000 cost of the implants is recognized at
the time of purchase in January.

Lease. In this scenario, even though

2 months of lease for the office were paid, the

accrual method only recognizes the January

payment; the second payment is recognized
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in February. In the cash method, because
both months were paid in January, the total
expense of $8,000 is recognized in January.
Property liability insurance. The property
liability insurance payment is required at the
start of the year. In accrual accounting, this
expense is divided over 12 months, while in
the cash method, the expense is counted at
the time the payment is made.

Professional liability insurance. The pro-
fessional liability insurance expense of $50,000
per year is made in quarterly payments, so
for the accrual method, the annual amount
would be distributed over 12 months at $4,200
per month. With the cash method, it would
be paid—and recognized as an expense—
quarterly at $12,500, starting in January.
Capital equipment depreciation. Capital
medical equipment (hysteroscopy and ultra-
sound) can be depreciated using a straight-
line 5-year depreciation. A total $70,000 worth
of equipment divided by 5 years is $14,000 per
year, depreciated over 5 years. One-twelfth of
$14,000 equals $1,167, which is recorded as
a January depreciation expense. Because the
Internal Revenue Code requires capital assets
to be depreciated, even for cash-basis taxpay-
ers, the common practice is to record depreci-
ation expense for both cash- and accrual-basis
income accounting.®

Interest on loans. A loan’s principal pay-
ment will not be included on the income
statement. The principal payment, a reduction
of a liability (loans payable), is reported on the
balance sheet. Only the interest portion of a
loan payment is reported on the income state-
ment (interest expense). In accrual account-
ing, the accrued interest on the loan payment
for the year is $3,500 ($292 for January). For
the cash-basis method, because the interest is
paid annually at year-end, interest will not be
expensed until December.

Taxes. The IRS states that, “Individuals,
including sole proprietors, partners, and
S corporation shareholders, generally have to
make estimated tax payments if they expect to
owe tax of $1,000 or more when their return
is filed. Corporations generally have to make
estimated tax payments if they expect to owe
tax of $500 or more when their return is filed.””

CONTINUED ON PAGE 48
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CONTINUED FROM PAGE 36

Assuming 35% tax liability, the accrual
method would create a tax liability of $9,744
on a profit of $27,841. With the cash method,
there would be no tax liability because there
was no net profit.

Other expenses. The utilities, EHR licens-
ing, tech support, and salaries are expensed
the same way for both methods.

Net income. The resulting final net income
is vastly different for the month of January
depending on the accounting method uti-
lized. The accrual method results in a net
income of $18,097, while the cash-basis
method results in a net loss of $29,767. Over
the course of the year, these imbalances are
likely to even out.
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