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FOREWORD

This fifth edition of HFMA’s Introduction to Hospital Accounting marks
a continuing commitment by the Healthcare Financial Management
Association (HFMA) to introduce and maintain educational materials

that together represent the body of knowledge of healthcare financial man-
agement—a profession still dedicated to providing the nation’s healthcare in
a cost-effective manner. It also marks a change of publishers to Health
Administration Press, a division of the American College of Healthcare Exec-
utives; we are delighted to be working with such an excellent publisher and
association on this important work. 

The origins of this book date back 50 years, to a time when professor
Stanley A. Pressler of the Indiana University Graduate School of Business
encouraged one of his students, L. Vann Seawell, to study the accounting and
financial management practices in hospitals. This study developed into a
mimeographed booklet used in a correspondence course in hospital account-
ing offered by Indiana University and the American Association of Hospital
Accountants (later to become HFMA). The success of the course and the
encouragement of Sister Mary Gerald and Bob Shelton led Vann to write
Principles of Hospital Accounting, which was published in 1960 by 
Physicians’ Record Company and later revised and re-titled Introduction to
Hospital Accounting and published by HFMA in three editions in 1971,
1977, and 1986, and was reprinted in 1992. After the book had been out of
print for ten years, Michael Nowicki, who teaches healthcare accounting at
Texas State University and began his teaching career under the tutelage of
Allen Herkimer, a prolific author of HFMA-published textbooks himself,
approached HFMA for permission to bring out a fourth edition, which was
published by Kendall/Hunt in 2002. Nowicki has served HFMA in a num-
ber of local and national leadership capacities, including as a member of
HFMA’s board of directors, and is the author of The Financial Management
of Hospitals and Healthcare Organizations, which was published in its third
edition in 2004 by Health Administration Press, HFMA, and the Association
of University Programs in Health Administration. Joining Nowicki in the
fourth edition was Steven Berger, who has over 20 years of healthcare
accounting experience and also has served HFMA in a number of local and
national leadership capacities, as well as teaching HFMA seminars. (Due to
increasing professional commitments, Steve was unable to participate in the
preparation of the fifth edition.)



xiv Foreword

This fifth edition includes an all-new chart of accounts, glossary of
healthcare accounting terms, as well as reference to HFMA’s Principle and
Practices (P & P) Board issue analyses, which provide the healthcare industry
with short-term, practical assistance on emerging issues in healthcare account-
ing and financial management. Examples include the relationship of commu-
nity benefit to hospital tax-exempt status and the accounting recognition of
other-than-temporary declines in investments for tax-exempt organizations.

HFMA is grateful to Nowicki for continuing the Association’s tradition
of leadership in providing educational resources to the healthcare industry. We
know that this fifth edition will be as successful as the previous four editions.

—Richard L. Clarke, DHA, FHFMA
President and CEO,
Healthcare Financial Management Association
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PREFACE

A ccounting is an essential service activity found in all economic enti-
ties and organizations, regardless of type or size. Accounting is 
generally divided into two major fields: financial accounting and

managerial accounting. The primary purpose of financial accounting is to
provide useful financial information, generally historical in nature, about an
organization’s financial activities and affairs. This information is intended to
be used for purposes of intelligent decision making by interested external
groups, such as investors, creditors, other resource providers, governmental
agencies, and the general public. The primary purpose of managerial
accounting is to provide useful financial information, generally current or
prospective in nature, to internal users to improve management decision
making. Because such decisions directly affect the manner in which limited
resources are allocated and employed in our economy, the information gen-
erated by the accounting process plays a significant role in determining the
types and quantities of products and services that are produced and con-
sumed. With this in mind, the recording and reporting of adequate and reli-
able financial information relevant to users’ needs clearly must be viewed as
a function of extreme importance in our economic system.

The economic entity with which this book is specifically concerned is
the hospital, organized and operated on a not-for-profit basis. This emphasis
on accounting as related to the hospital organization in particular seems war-
ranted because, although the basic principles of accounting are substantially
the same for all types of organizations, not-for-profit hospitals have many
unique characteristics that require specialized applications of accounting
principles and procedures. In addition, the healthcare business has grown to
have massive economic and social significance, demanding an increasingly
higher order of accounting and financial reporting practices. It seems reason-
able to assume that this requirement will be realized most effectively and
quickly through educational materials and programs dealing specifically with
the particular accounting and financial reporting problems of hospitals and
other healthcare entities. Healthcare organizations of all types can benefit
greatly from the use of time-proven accounting techniques, reporting prac-
tices, and business methods that have been developed by commercial organ-
izations. It also should be noted that, although this book is focused largely
on hospitals, the principles and practices described generally are applicable to
most other entities comprising the healthcare industry.

 



xvi Preface

In seeking solutions to the serious problems being encountered cur-
rently in the provision of high-quality healthcare at reasonable costs, hospi-
tal managers and other interested groups are more heavily dependent than
ever before on the information provided by highly sophisticated accounting
systems. The effectiveness of hospital managers at all levels is directly related
to the quality of the information developed by accountants, including busi-
ness office personnel engaged in the least glamorous bookkeeping tasks. A
similar dependency on, and need for, more and better financial information
about hospitals also exists with respect to third-party payers, lending institu-
tions, federal and state agencies, and other external groups.

Your interest in hospital accounting may arise from a desire to become
a hospital accountant or auditor, or from a need to increase your capabilities
in these areas. On the other hand, you may be preparing yourself for a career
in hospital administration as a non-accounting executive, recognizing that
your preparation would not be adequate or complete without a study of
accounting principles. In each case, this book is intended to serve as an intro-
ductory course emphasizing the methodology of hospital accounting but
also providing an understanding of the meaning and managerial uses of
accounting information. The broad coverage of subjects enables this book to
be used as a complete course for those having no interest in an accounting
career. The depth of coverage, however, is sufficient to permit others to con-
tinue their accounting education at an intermediate level.
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1
CHAPTER

NATURE AND FUNCTION OF 
HOSPITAL ACCOUNTING

This chapter examines some of the characteristics of the hospital as an
accounting entity, the economic environment in which it pursues its
objectives, and the role of accounting in hospital management. You

will see that there is a critical and continuous need for financial information
about hospital activities and affairs, that this information is required for inter-
nal management purposes and also by external users, and that the account-
ing process provides that information. Then, in introductory fashion, the
chapter explores the nature and content of financial statements developed by
the accounting process. Your concern will be to obtain a general knowledge
of the hospital business and a basic understanding of the end product of
accounting—the financial statements—before you get involved in the details
of accounting methodology introduced in the next chapter.

The Economic Environment

The importance of the healthcare business in this country is indicated in part
by its size and rate of growth. Healthcare is said to be the second largest
industry (after construction) in the United States, with annual expenditures
projected to be $2,077.5 trillion in 2006 (see Figure 1.1). No other nation
spends so much (more than 16 percent) of its gross domestic product for
healthcare as does the United States. In addition, while expenditures were
somewhat under control in the 1990s due to competition introduced by man-
aged care and to federal reductions in reimbursement mandated by the Bal-
anced Budget Act of 1997, healthcare has remained one of the nation’s fastest
growing industries. It is generally agreed that this trend is not likely to change
significantly in the near future (see Figure 1.1). An even greater emphasis,
however, will be placed on efforts to ensure maximum returns from this huge
investment in terms of the quality and accessibility of healthcare services.

Looking at the $2,077.5 trillion in health expenditures projected for
2006, the single largest funding source of healthcare changes for the first
time from private insurance, projected to fund 34.8 percent of the $2,077.5
trillion, to the federal government, projected to fund 35.1 percent 

 



(see Figure 1.2). Where is the money going? The single largest consumer of
healthcare funds continues to be professional services—including physicians,
dentists, and other personal providers—spending 32.1 percent of the
$2,077.5 trillion (see Figure 1.3).

Hospital Statistics
A significant component of the U.S. healthcare industry is the network of over
6,000 hospitals, whose annual expenses represent about 30 percent of the total
annual healthcare expenditures. Approximately 97 percent of these hospitals are
registered with the American Hospital Association (AHA). The Hospital Data
Center of the AHA conducts an annual survey of hospitals to obtain 
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Year Health Expenditures Per Capita Percent GDP

1950 12.7 billion 82 4.4
1960 26.9 billion 146 5.3
1970 73.2 billion 341 7.1
1980 247.3 billion 1,052 8.9
1990 699.5 billion 2,691 12.2
2000 1,311.1 trillion 4,681 13.1
2006* 2,077.5 trillion 6,830 16.0
2014* 3,585.7 trillion 11,046 18.7

*projected

SOURCE: Hefler, S., S. Smith, S. Keehan, C. Borger, M. K. Clemens, C. Truffer. 2005. “Trends: U.S. Health
Spending Projections for 2004–2014.” Health Affairs web exclusive [Online information; retrieved 2/23/05.]
http://content.healthaffairs.org/cgi/content/abstract/hlthaff.w5.74.

FIGURE 1.1
Economic 

Environment

*projected

SOURCE: Hefler, S., S. Smith, S. Keehan, C. Borger, M. K. Clemens, C. Truffer. 2005. “Trends: U.S. Health
Spending Projections for 2004–2014.” Health Affairs web exclusive [Online information; retrieved 2/23/05.]
http://content.healthaffairs.org/cgi/content/abstract/hlthaff.w5.74.

Private funds  51.9%

FIGURE 1.2 
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information pertaining to (among other things) the utilization, personnel, and
finances of hospitals; the results are published in the American Hospital 
Association Guide to the Healthcare Field, with a separate statistical supplement
entitled Hospital Statistics. Much of the following information is drawn from
the 1992, 2002, and 2005 editions of Hospital Statistics. (You are urged to
refer to these AHA publications for more detailed and complete information.)

Figure 1.4 presents selected information relating to the utilization,
personnel, and finances of all AHA-registered hospitals in the United States.
This information is provided for 1990, 2000, and 2003 to highlight some of
the important changes that have taken place. Note, for example, the
decreases in number of hospitals, beds, average daily census, and occupancy
percentage. Also, observe the increases in expenses and outpatient visits.

Breakdown of Hospitals by Ownership
Of the 5,764 hospitals included in Figure 1.4 for 2003, 4,918 (85 percent)
are referred to as community hospitals. The AHA defines such hospitals as all
nonfederal short-term general and other special hospitals whose facilities and
services are available to the public. Of these 4,918 hospitals, 3,007 (61 per-
cent) are nongovernmental not-for-profit hospitals, 1,121 (23 percent) are
state and local governmental hospitals, and 790 (16 percent) are investor-
owned hospitals.

Contributing Factors to Increased Healthcare Costs
Aside from inflation, the rather dramatic rise in hospital expenses since World
War II can be attributed in part to a vastly greater demand for an increasingly
wide range of hospital services. Expanded hospital services require an
increase in hospital personnel. The average earnings of hospital employees

*projected

SOURCE: Hefler, S., S. Smith, S. Keehan, C. Borger, M. K. Clemens, C. Truffer. 2005. “Trends: U.S. Health
Spending Projections for 2004–2014.” Health Affairs web exclusive [Online information; retrieved 2/23/05.]
http://content.healthaffairs.org/cgi/content/abstract/hlthaff.w5.74.

Home health  2.6%

FIGURE 1.3
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also have risen substantially because of unionization, the application of 
minimum wage laws to hospitals, an increasing competition for the available
labor force, and an increasing degree of training and education necessary for
hospital employees. The last several decades have produced technological
changes requiring the use of extremely sophisticated and expensive equip-
ment operated by skilled and highly paid technicians.

One of the most important environmental influences on hospital oper-
ations is, of course, the third-party reimbursement system. Whereas most
commercial businesses are paid directly by their customers for services and
products sold to them, hospitals receive payment for a large majority of their
services through reimbursement from third-party payers, including govern-
mental agencies for Medicare and Medicaid, BlueCross plans, and commer-
cial insurers, usually in the form of managed care payments. For many years,
most reimbursements for inpatient services were made on a retrospective
actual cost basis, or on the basis of the rates hospitals charged for their serv-
ices. In the 1980s, however, many inpatient cost-based and charge-based
payment mechanisms were discarded in favor of

• Prospective payment systems (PPS) based on a predetermined fixed
price per case, or

• Prospective per diem (i.e., per day) systems based on established all-
inclusive daily payments for services.

1990 2000 2003

Number of hospitals:
Federal 337 275 239
Nonfederal psychiatric 757 590 477
Nonfederal respiratory diseases 4 3 4
Nonfederal long-term 131 125 126
Nongovernmental not-for-profit short-term 3,202 3,191 3,007
For-profit short-term 749 771 790
State and local governmental short-term 1,469 1,218 1,121
Total number of hospitals 6,649 6,173 5,764

Number of beds (in thousands) 1,226 1,013 965,256
Admissions (in thousands) 33,742 33,766 36,610,535
Average daily census (in thousands) 853 662 657
Outpatient visits (in thousands) 352,248 545,481 648,560
Full-time equivalent personnel (in thousands) 3,937 4,407 4,651
Expenses (in millions of dollars):

Labor 99,256 157,573 213,209
Total expenses 214,886 355,450 498,103

FIGURE 1.4
Selected 

Information, 
All AHA-

Registered 
Hospitals in the

United States

SOURCE: American Hospital Association. 1992, 2002, 2005. AHA Hospital Statistics. Chicago: Health Forum.
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Medicare reimbursement, for example, consists of predetermined
amounts based on diagnosis-related groups (DRGs). These innovations in
payment systems were designed to reduce the utilization of inpatient services
and encourage greater utilization of less expensive alternative services (such
as outpatient care) to promote cost efficiency in the healthcare system.

On an outpatient basis, reimbursements have also changed substantially,
primarily since the late 1990s. In the 1997 Balanced Budget Act, Medicare was
mandated to change its cost-based outpatient reimbursement system to one of
predetermined rates for services under the Ambulatory Payment Classification
(APC) system. This became effective across the country on August 1, 2000. In
the same time period, the managed care companies were moving from 100 per-
cent fee-for-service reimbursement to a discount from gross charges and ulti-
mately into fee schedules and, in some cases, capitation.

The full financial needs of many hospitals generally have not been met
under either previous or existing reimbursement systems. Hospitals, facing
increasing competition for patients, have found themselves in a price war.
Greater attention has been given to marketing and public relations programs.
The number of hospital acquisitions and mergers has increased, and many
hospitals that were not cost efficient have been forced to close.

As a result, hospital managers are engaged in a desperate struggle to
maintain the financial integrity of their institutions. Individual philanthropy
and community fundraising drives have increased in recent importance as
sources of supplementary funds, as some hospitals have difficulty financing
their long-term capital needs through bond issues and other forms of debt.

Hospital Organization

The largest category of American hospitals comprises short-term, general
hospitals usually referred to as community hospitals. Most of them are vol-
untary, not-for-profit organizations operated under corporate charters
granted by the states. Other community hospitals are governmental institu-
tions or investor-owned businesses conducted on a for-profit basis. Although
major emphasis in this book is given to nongovernmental, not-for-profit
community hospitals, much of the discussion is relevant to all types of hospi-
tals and to other healthcare entities as well.

Objective and Purpose of the Hospital
Regardless of the type of ownership, the essential function and primary mis-
sion of all hospitals is patient care. This is the basic objective and purpose of
the hospital: the provision of quality service at reasonable costs to persons
needing medical attention and hospital care. In addition, hospitals also per-
form vital roles in the areas of healthcare research and education.
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In carrying out these tasks, hospitals employ many different types of
physical, financial, and human resources. These resources, if they are to be
used economically and effectively, must be segregated into manageable 
organizational units in which authority is centralized and responsibility is
clearly assigned for each function. The duties of each employee should be
carefully defined, and interrelationships among individuals and organizational
units should be soundly structured so that all personnel may work together in
a coordinated, cooperative effort. Only through a well-conceived plan of
organization can the hospital achieve its service and financial objectives.

Organization of Hospital Management
A hospital’s organizational pattern is generally expressed in a formal organi-
zation chart such as the one shown in Figure 1.5. You should understand that
this chart is illustrative only; there is no single plan of organization applica-
ble to all hospitals. Different organizational structures arise because of differ-
ences in hospital size, range of services, personnel capabilities, management
style, and other characteristics.

At the top of the organizational structure is the hospital’s governing
body, which often is called the board of trustees in a not-for-profit hospital and

Chief
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Chief executive officer

FIGURE 1.5
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the board of directors in a for-profit hospital. The ultimate authority and
responsibility for the proper and prudent management of the hospital’s affairs
rests with this group. Typically, the board carries out its function through a
number of standing committees, such as finance, medical affairs, and public rela-
tions. The board members, however, do not directly manage the day-to-day
operations of the hospital; this authority is delegated to the hospital’s chief exec-
utive officer (CEO), who often has the title of president, administrator, or exec-
utive director. Similarly, authority and responsibility for the medical aspects of
hospital activity are assigned to a physician known as the medical director (usu-
ally appointed by the governing board) and/or chief of staff (usually elected by
the medical staff). The administrator and medical director, because their respon-
sibilities are interdependent, must work always in close cooperation.

It is not possible, even in small hospitals, for the administrator to exer-
cise continuous and direct personal supervision of all hospital activities. As
indicated in Figure 1.5, hospital activities necessarily must be organized into
major divisional units such as nursing services, other clinical services, support
services, medical services, financial services, compliance services, and  infor-
mation services including privacy activities. Each of the divisional units is
headed by a manager or director who has authority and clearly assigned
responsibility for its operations. Each division head is responsible to the
administrator who, in turn, is responsible to the governing board.

The nursing services division, headed by the director of nursing, is
responsible for daily patient care activities. Employees of the division include
nurses, nurses’ aides, surgical technicians, ward clerks, and orderlies. The
division comprises many departments, including nursing units generally
organized by medical service classifications, operating rooms, delivery rooms,
emergency rooms, and central supply.

The other clinical services division provides ancillary services to
patients. This division is subdivided into several professional departments,
such as laboratory; diagnostic imaging (radiology); pharmacy; electroen-
cephalograms (EEGs); cardiology, including electrocardiograms (EKGs) and
cardiac catheterization laboratories; and physical, occupational, and speech
therapies. These departments, some of which are headed by physicians, pro-
vide essential diagnostic and therapeutic services.

The support services division is responsible for various support serv-
ices necessary to patient care and to the operation of various other depart-
ments of the hospital. Departments organized within this division generally
include food service (dietary), laundry and linen, environmental services
(housekeeping), and plant operation and maintenance. Some hospitals have
contracted with outside firms to perform certain of these support functions.

Medical services provides administrative support to the medical staff.
This division is subdivided into several medical staff departments, such as
internal medicine, surgery, and others.
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A fifth division of the hospital is that of financial services. This division
includes such departments as admitting, accounting, purchasing, personnel,
and public relations. The accounting department itself is divided into 
subordinate organizational units, including the general accounting area (gen-
erally comprised of general ledger, accounts payable, and payroll), a financial
analysis area (generally comprised of budgeting, reimbursement, cost, and, in
some cases, the charge description master), and the revenue cycle area (gen-
erally comprised of patient registration, medical records, patient billing, fol-
low-up, and collections). The entire division is generally managed by the hos-
pital’s chief financial officer (CFO).

While compliance is seldom considered a division, most hospitals now
have  a compliance officer who is responsible for ensuring that the hospital com-
plies with the ever increasing number of  federal and state laws and regulations.

Additionally, a seventh division that has grown dramatically in the
1990s is information services. Usually managed by a chief information offi-
cer (CIO), this division is responsible for all the sophisticated hardware and
software used by the clinical, operating, and finance divisions. They are fur-
ther responsible for the technological infrastructure, which are all the wires
running behind the walls of the organization, allowing for data, voice, and
video capabilities. This division has taken on greater importance since the
early to mid-1990s, characterized by the elevation of the former information
system manager (or director) to CIO status.

The Need for Statistical and Financial Information

Within any organization, there is an imperative need for statistical and finan-
cial information. This is particularly true of hospitals because of the large num-
ber of individual, yet interdependent, organizational units whose operations
must be planned, coordinated, and supervised. Effective management of the
hospital requires that definite objectives be established by each organized area
of responsibility. These objectives initially are expressed in statistical terms,
such as days of patient service, hours of nursing care, number of laboratory
examinations, and pounds of laundry. These measurements of expected serv-
ice volume then are translated into monetary terms, such as required dollars
of expenditures and anticipated revenues. The service and financial objectives
of each organizational unit are coordinated into an overall operating plan and
budget for the hospital as a whole. Such plans typically are developed for a
period of one year, broken down into monthly segments. Personnel at all lev-
els in the hospital should participate in the development of the plan.

As the year progresses, each month’s actual results are compared with the
budgeted objectives so that the performance of each organizational unit of the
hospital can be evaluated by department heads, divisional directors, the hospital
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CEO, and the governing board. Variances from the budgeted objectives are
watched closely, and tough questions must be answered when significant devia-
tions are noted. Where, within the hospital, do material variations exist? Why
have these variances occurred? Who is responsible? What can be done about
them? Answers to these questions permit intelligent decisions to be made so that
off-target operating units are redirected onto the planned and proper course.

Internal Uses of Financial Information
Hospital managers perform their function effectively through the use of sta-
tistical and financial information, both historical and projected. This informa-
tion is essential to the manager in planning the hospital’s operations, in eval-
uating the actual performance of hospital personnel, and in taking corrective
action to overcome unfavorable conditions and trends. Of course, the infor-
mation must be timely, adequate, relevant, and reliable, or the manager’s
decisions are likely to be unsound and ill advised.

External Uses of Financial Information
In addition to the internal use of statistical and financial data by manage-
ment, groups external to the hospital also use much of the same information.
These external groups include third-party payers, lending institutions, suppli-
ers, planning agencies, and donors. Hard economic decisions are made by all
these groups, and they have a direct impact on the ability of the hospital to
pay its expenses, borrow money, obtain credit, acquire new plants and equip-
ment, add new services, and pursue research and educational programs. You
can be sure that these decisions will not favor a hospital that is unable or
unwilling to supply the kinds of statistical and financial information required
by these various external groups.

The Accounting Function

The hospital accounting function, simply stated, is to provide useful informa-
tion about the hospital’s activities and affairs. This information is of a statis-
tical and financial character; it is both historical and projected in nature. As
you have seen, this information has vitally important uses in the internal man-
agement of the hospital and equally important uses in the decisions made by
parties external to the hospital. In short, accounting is an information
system; it is the source of information absolutely essential to the management
of the individual hospital and to the functioning of the hospital industry.

Hospital Accounting Defined
Hospital accounting can be defined as the accumulation, communication,
and interpretation of historical and projected economic data relating to the

 



HFMA’s Introduction to Hospital  Accounting10

financial position and operating results of a hospital enterprise, for purposes
of decision making by its management and other interested parties. Take a
moment to examine the parts of this definition.

Accumulation refers to the process of recording and classifying the
business transactions and financial events that occur in the economic life of
the hospital. This, if you wish, is the “bookkeeping” aspect of the account-
ing function. It consists of several procedural operations that you will dis-
cover in subsequent chapters.

Communication is the process of reporting recorded information to
those who use it. There are many types of accounting reports, and they contain
different kinds of information. The content of these reports generally depends
on the particular needs of users, but there is a substantial body of information
that is believed to serve certain common interests of all users. So this general
purpose information is routinely reported in financial statements, such as bal-
ance sheets and statements of operations. There are other basic, required
reports, but you will not need to concern yourself with them at this time.

Interpretation refers to the effort made by accountants to analyze and
evaluate reported information so that it may be better understood and more
easily used by decision makers. It is not enough for the accountant merely to
record and report; the accountant’s responsibility extends to the function of
assisting users in the interpretation of reported data. This is necessary if users
are to fully comprehend the significance of the information and use it in an
intelligent manner. More will be said about this matter at various points later
in this book.

Much of the information recorded and reported through the account-
ing process, of course, is historical in nature. Historical economic data can
serve many purposes, including substantiation of revenues and expenses for
reimbursement and payroll tax reports. At least an equal share of the accoun-
tant’s time, however, is spent developing annual budgets, long-range plans,
and other projections of data. Financial forecasting is a significant part of the
accounting task.

Types of Information Produced by Accounting
The information generated by the accounting process is of four basic types.
Balance sheets report financial position information, statements of opera-
tion report information relating to operating results, statements of changes
in net assets report the summary reason for the changes in the three most
common net assets, and statements of cash flows report the basic reasons
for the changes in the organization’s short-term balance sheet cash. The
financial position of a hospital at a particular point in time is measured in
terms of the hospital’s resources (assets), obligations (liabilities), and differ-
ence between assets and liabilities (net assets). The operating results of a hos-
pital for a given period of time are measured in terms of revenues earned and
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expenses incurred during that period. These terms—assets, liabilities, net
assets, revenues, and expenses—are defined and described later in this chapter.

Finally, the definition of accounting indicates that the financial state-
ments developed in the accounting process are intended to be useful for 
decision-making purposes. If accounting information were not useful, there
would be no need for accounting and no demand for accountants.

The Value of Good Internal Control Systems
To be useful, accounting information must be not only relevant but also accu-
rate and reliable. The accuracy and reliability of the monetary and statistical data
provided in accounting reports is dependent on an effective system of internal
control. This system was defined well many years ago, and the definition remains
valid and useful: Internal control comprises the plan of organization and all of
the coordinated methods and measures adopted within a business to safeguard
its assets, check the accuracy and reliability of its accounting data, promote oper-
ational efficiency, and encourage adherence to prescribed managerial policies.

Such a system greatly reduces the possibility of serious errors in the
accumulation and communication processes of accounting, thereby giving
the hospital manager more confidence in accounting information and in deci-
sions based on such information. The hospital accountant is responsible for
the development and operation of the internal control system as an integral
part of the accounting process. Specific internal control methods and proce-
dures are discussed at various points throughout this book.

Ethics and Public Confidence
The accounting profession is based on the public’s perception that account-
ants will act in an ethical manner. Recent events, including the Enron col-
lapse, have prompted the American Institute of Certified Public Accountants
(AICPA) to take an active role in restoring public confidence in the account-
ing profession. In a letter to members, the AICPA expressed zero tolerance
for violations of ethics and standards of the accounting profession and
focused scrutiny on what it believes to be the basic problem—the current and
outdated financial reporting model and the accounting principles that sup-
port it. The AICPA has already begun to focus on the benefits of a reporting
model for “information age” companies whose earning assets cannot be
accurately valued using the traditional, manufacturing-based measures.

Because scope of services has become such an issue with the Securities
and Exchange Commission (SEC), the congressional committees investigat-
ing Enron, and therefore the public, the AICPA has approved a resolution to
support prohibitions on auditors of public companies from also providing
consulting services (it is reported that Arthur Andersen provided Enron with
$25 million in audit services and $27 million in consulting services during
2001). However, AICPA does not believe that such prohibitions will
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improve the quality of audits but will help restore public confidence in the
financial reporting process.

Also designed to restore public confidence, the Sarbanes-Oxley Act of
2002 was passed by Congress and signed by the president. Described as federal
corporate accountability legislation to improve governance and corporate prac-
tices, the legislation includes ten standards that apply only to publicly held
companies, though many states (like New York) have adopted similar legisla-
tion that also applies to not-for-profit organizations. In addition, some not-for-
profits are voluntarily holding themselves to Sarbanes-Oxley-type standards.

1

Financial Statements

As you have learned, hospital accounting is a service activity whose primary
function is the provision of useful quantitative information about the finan-
cial position and operating results of the hospital enterprise. Financial state-
ments are the product of the accounting process. They are the means by
which the information developed by the accounting process is communicated
to hospital managements, creditors, third-party payers, and others who use
the information as a basis for economic decision making. Your understanding
of the accounting process will be considerably enhanced by briefly examining
the basic financial statements before you deal with the procedures through
which financial information is accumulated by accountants.

Generally Accepted Accounting Principles (GAAP)
The particular elements to be included in financial statements, and the dollar
amounts at which they are stated, are determined by the application of a body
of rules, conventions, concepts, and standards known as generally accepted
accounting principles (GAAP). For the present purpose, it is enough that
you understand that there is an authoritative body of GAAP that accountants
must observe in reporting financial information.

The primary source of GAAP is an independent organization called
the Financial Accounting Standards Board (FASB). Since its formation in
1973, the Board has issued statements of financial accounting standards
(SFAS), several statements of financial accounting concepts, numerous inter-
pretations, and many other documents. Various other groups also have made
significant contributions to the development of GAAP. The Accounting 
Standards Executive Committee (ACSEC) of the AICPA, for example, has
issued a large number of statements of position. The AICPA Committee on
Healthcare regularly revises and publishes the Hospital Audit Guide, which
includes GAAP as well as auditing standards. The work of the Healthcare
Financial Management Association (HFMA) through its Principles and Prac-
tices (P & P) Board also should be noted. To date, the P & P Board has

 



Chapter  One:  Nature  and Funct ion  of  Hospi ta l  Account ing 13

issued more than 20 statements relating to financial accounting and reporting
practices of hospitals and other healthcare entities (see Appendix A for P &P
Board statements as of the printing of this book and see the HFMA website
at www.hfma.org for the current statements). Appendix B includes P & P
Board issue analyses provided to the healthcare industry to provide short-
term, practical assistance on emerging healthcare financial management issues.

Illustrative Balance Sheet and Statement of Operations
The several types of financial statements usually prepared by accountants are
illustrated and described at appropriate points in this book. For the present,
however, you should be concerned only with two: the balance sheet and the
statement of operations. In the following sections, Figures 1.6 and 1.7 present
these statements for a hypothetical facility, Happy Valley Hospital. Certain sim-
plifications and condensations of the data have been made to facilitate an intro-
ductory discussion of the essential elements and features involved. More detailed
and real-world illustrations appear in subsequent chapters. Regarding the state-
ment of operations, Figure 1.7a shows the statement in worksheet, or non-
GAAP, format. Such a statement presents gross service revenues and would be
used for internal purposes only. Figure 1.7b shows the statement of operations
in GAAP format. Such a statement presents service revenues net of contractual
adjustments (discounts to third-party payers) and charity care (the policy for and
amount of charity care must be disclosed in the notes to the financial statements)
in accordance with FASB Concepts Statement No. 6, published in 1992. (State-
ment No. 6 also requires that bad debt be presented as an operating expense.)

The Balance Sheet

A balance sheet is a presentation of the financial position of a hospital at a
particular point in time. It also may be referred to as a statement of financial
condition (or position). Financial position is measured in terms of resources
(assets) owned and obligations (liabilities) owed by the hospital at a given
date. The difference between these resources and obligations is the hospital’s
net assets. Thus, in the simplest terms, a balance sheet indicates how “well
off” a hospital is on a particular date by listing the things of value the hospi-
tal owns in relation to its debts to suppliers, employees, and other creditors.
The excess of things owned over things owed is the hospital’s net assets on
that date. A sample of a balance sheet is shown in Figure 1.6.

The Accounting Equation
The balance sheet gets its name from the fact that it depicts a balance (an
equality) between total assets on one side, and the total of liabilities and net
assets on the other side. This equality is known as the accounting equation:
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Assets = Liabilities + Net Assets
or

Assets – Liabilities = Net Assets

To put it in personal terms, say that today you have $25,000 of assets
(cash and other property) and $10,000 of liabilities (unpaid bills and other
debts). By subtracting your liabilities from your assets, you determine that
your net assets (net worth) are $15,000. You could, of course, prepare a per-
sonal balance sheet for yourself, listing $25,000 of assets on the left side and
reporting $25,000 of liabilities and net assets on the right side. This relation-
ship of total assets to total liabilities and net assets is fundamental to the
debit-and-credit methodology employed in accounting operations, as you
shall see in the next chapter.

The dollar amounts included in Figure 1.6 are not intended to be real-
istic. Obviously, no hospital is as small as the balance sheet in Figure 1.6 sug-
gests. The magnitude of the dollar amounts is purposely minimized for clar-
ity and ease of exposition. It is easier to read, discuss, and otherwise work
with small numbers than with large numbers, and this practice will be fol-
lowed throughout this book. If you wish, assume that the numbers in Figure
1.6 are stated in thousands (or millions) of dollars.

Elements of Balance Sheets
Figure 1.6 presents the balance sheet of Happy Valley Hospital on December
31, 20X1. Notice that the statement heading consists of (1) the name of the
accounting entity, (2) the name of the statement, and (3) the date of the
statement. These three elements should always be included in the heading of
the balance sheet.

The accounting entity in this case is Happy Valley Hospital. This is one
of the most important and basic accounting concepts. Under this concept,

Assets Liabilities and Net Assets

Cash $   540
Accounts receivable 2,500
Inventory 200
Prepaid expenses 60
Total current assets 3,300
Long-term investments 400
Land, buildings, 

and equipment $7,200
Less accumulated 

depreciation 2,100 5,100

Total assets $8,800

Accounts payable $  300
Notes payable 275
Accrued expenses payable 795
Deferred income 30
Total current liabilities 1,400
Long-term liabilities 3,200

Total liabilities 4,600

Hospital net assets 4,200
Total liabilities and 

net assets $8,800

FIGURE 1.6
Happy Valley

Hospital 
Balance Sheet,
December 31,

20X1
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the hospital is personified as an entity (being) separate and distinct from its
governing board, management, and employees. The hospital is regarded as a
“person” capable of owning property, incurring debts, buying and selling,
rendering services, and taking other economic actions. Thus, you can say that
“the hospital purchased equipment,” “the hospital borrowed $100,000 from
the local bank,” or “the hospital paid $160,000 of salaries and wages to its
employees last month.” The accountant thinks of the hospital as an entity for
whose economic activity a financial record must be kept. The object of the
accountant’s attention and effort is the hospital itself, not the personal affairs
of board members, managers, and employees. Activity recorded in the hospi-
tal accounting records is limited to the financial affairs and business transac-
tions of the hospital as an economic unit or entity in its own right.

As noted earlier, the name of this financial statement is balance sheet,
but you should be aware of alternate titles, such as statement of financial
position. The name most widely used, however, is balance sheet, and this
term will be used throughout this book.

The date of the Happy Valley Hospital balance sheet is December 31,
20X1, a specific point in time. A balance sheet is analogous to a snapshot that
portrays a situation existing at a given moment. It is a “picture” of the finan-
cial position of Happy Valley Hospital on December 31, 20X1, only. The pic-
ture likely was somewhat different on December 30 and probably will be dif-
ferent again on January 1, 20X2. This is true because business transactions
occur every day, and consequently the dollar amounts of assets and liabilities
also change daily.

Assets may be defined as the economic resources of the hospital that are recog-
nized and measured in conformity with GAAP. As indicated in Figure 1.6, the
assets of Happy Valley Hospital total $8,800 at December 31, 20X1. The fol-
lowing is a brief explanation of each of the assets included in that balance sheet.

There are seven types of assets appearing on a hospital’s balance sheet. They
include the following:

1. Cash is the amount of money on hand and in bank checking accounts
maintained by the hospital. 

2. Accounts receivable represent the amount of money due the hospital
from patients and their third-party sponsors for services provided to
them but for which the hospital has not yet been paid.

3. Inventory is the cost of food, fuel, drugs, and other supplies purchased
by the hospital but not yet used or consumed.

4. Prepaid expenses include expense items such as insurance, interest,
and rent that have been paid in advance. These items are assets in the
sense that their prepayment will provide future benefits (e.g., insurance

Assets

Types of Assets
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protection, use of borrowed money, use of space or leased equipment)
to the hospital.

5. Long-term investments represent the cost of governmental and corpo-
rate securities that the hospital owns and intends to hold for a period of
time in excess of one year.

6. Land, buildings, and equipment consist of the original acquisition
costs of tangible plant assets used in hospital operations.

7. Accumulated depreciation reflects the amount of plant asset costs con-
sumed by the use of the assets and treated as an operating expense of the
hospital during the time that has elapsed since the assets were acquired.
Notice that accumulated depreciation is deducted from the cost of the
plant assets and that only the remaining “undepreciated” balance of cost
is included in the total assets reported in the balance sheet.

Items 1 through 4 are totaled and presented in the balance sheet as
total current assets. For the present, think of current assets as consisting of
cash plus other assets that will be converted into cash or consumed by oper-
ations within one year from the balance sheet date. All other assets (items 5
through 7) are referred to as noncurrent assets, or long-term assets.

You have noticed that most assets are reported in the balance sheet at
historical acquisition costs rather than current market values. Valuation of
assets at cost is a basic accounting principle. This basis of valuation generally
is employed in accounting because it is a permanent and objective measure-
ment and because accountants assume that the monetary unit is reasonably
stable; that is, that the purchasing power of money does not change materi-
ally over time. This assumption, because of earlier inflationary trends, natu-
rally has been challenged by various groups who argue that assets should be
presented in balance sheets at either current fair values or estimated replace-
ment costs. In fact, the FASB moved off the concept of historical costs for
balance sheets in a major way in the mid-1990s when it issued SFAS No. 124,
which says that not-for-profit organizations are required to report their
investment balances at “market.” This was a significant change in authorita-
tive accounting pronouncements with which all organizations had to comply.
There will be an expanded discussion of SFAS No. 124 later in the book.

Another point worth noting at this time concerns the sequence in which the
assets are listed on the balance sheet. Observe that the sequence is generally
in the order of liquidity. The most liquid asset (cash) is listed first; the least-
liquid assets (land, buildings, and equipment) are last in sequence. This is
standard practice in financial reporting.

Finally, you should understand that certain economic resources of the
hospital are not included as assets in the balance sheet. A hospital may enjoy
good public relations and high employee morale, but although these things

Sequencing 
of Assets
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may be regarded as valuable resources, they are not formally recognized as
assets in hospital accounting. These items are excluded from reported assets
because of the great difficulty involved in making an objective measurement
of them in monetary terms. This problem is being studied, and perhaps
someday a satisfactory solution will be forthcoming.

Liabilities may be defined as the economic obligations of the hospital that are
recognized and measured in conformity with GAAP. Following is a brief descrip-
tion of the liabilities presented in the Happy Valley Hospital balance sheet.

There are five types of liabilities appearing on a hospital’s balance sheet. They
include the following:

• Accounts payable are amounts owed by the hospital to suppliers and
other trade creditors for merchandise and services purchased from them
but for which the hospital has not yet paid.

• Notes payable generally consist of short-term borrowings by the hospi-
tal from banks and other financial institutions. These debts usually are
in the form of promissory notes issued by the hospital to the lender.

• Accrued expenses payable, sometimes known as accrued liabilities, are
liabilities for expenses (employee salaries and wages, for example) that
have been incurred by the hospital but for which the hospital has not
yet paid.

• Deferred income represents income (e.g., nursing school tuition) that
has been received in cash by the hospital but that the hospital has not
yet earned and for which it is obligated to provide some specific service
in the future.

• Long-term liabilities typically are mortgage loans or hospital bond
issues that will not be retired by the hospital in the near future (usually
well beyond one year from the date of the balance sheet).

As you can see in Figure 1.6, items 1 through 4 are totaled and
reported as total current liabilities—that is, obligations that mature and
will be paid by the use of current assets within one year from the balance
sheet date. The other liabilities of the hospital therefore are referred to as
noncurrent liabilities, or long-term liabilities. Liabilities, generally
speaking, are measured in terms of the dollar amounts that will be required
to discharge them. Long-term liabilities, however, generally are reported in
the balance sheet at the present value of the future payments required for
their liquidation; but again, a discussion of this matter is postponed until
later in the book.

As was true of assets, recognition problems also exist for liabilities. When
is an obligation a liability in the accounting sense? As you pursue your study of
this book, you will discover items you may consider liabilities that are not so

Liabilities

Types of 
Liabilities
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treated in accounting. Similarly, you may encounter accounting liabilities you
have not previously regarded as such. This is but another example of the patience
you must have in beginning your study of hospital accounting. Full explanations
cannot be given of all matters in the first chapter; your complete comprehension
of the various concepts and procedures mentioned in this chapter will eventually
be achieved, but only through a gradual building-block process.

Liabilities are presented in the balance sheet more or less in the order in
which they will be paid. The proper sequence, however, is not always easy to
determine, and compromises often must be made. It is essential, however,
that balance sheets report total current liabilities and total liabilities (current
and noncurrent) as indicated in Figure 1.6. Users of the balance sheets of
hospitals are entitled to this information.

Hospital net assets may be defined simply as the excess of hospital assets over
hospital liabilities. They are the hospital’s residual ownership interest in its
own assets after the claims of creditors against these assets are satisfied. Hos-
pital net assets are increased by net income (excess of revenues over
expenses); they are decreased by net loss (excess of expenses over revenues).
Net assets are sometimes referred to as equity, capital, or net worth.

Later on in this book, the subject of fund accounting is introduced.
Fund accounting is employed by many hospitals and consists basically of a seg-
regation of assets, liabilities, and net assets into self-balancing groups of funds.
When this accounting procedure is used, a separate balance sheet can be pre-
pared for each fund; or, a single balance sheet may be prepared in which assets,
liabilities, and net assets are classified and reported according to the particular
fund with which they are associated. In a fund-accounting system, the net
assets account of each fund generally is referred to as the fund balance.

Statement of Operations

A statement of operations is a presentation of the operating results of a hos-
pital for a specified period of time. It also may be referred to as the income
statement, the statement of revenues and expenses, the profit-and-loss state-
ment, or simply the operating statement. In any event, this statement reports
the revenues earned and the expenses incurred by the hospital during a given
period of time, such as a month, a quarter, or one year. The difference
between the revenues and expenses of the period is reported as excess of rev-
enues over expenses. It also may be referred to as net income or net margin
(depending on its placement on the statement of operations). The statement
of operations for Happy Valley Hospital is shown in non-GAAP format in
Figure 1.7a and in GAAP format in Figure 1.7b.

Sequencing 
of Liabilities

Net Assets
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Elements of Statements of Operations
Figure 1.7 presents the statement of operations for Happy Valley Hospital for
the year ended December 31, 20X2 (the year following the hospital’s balance
sheet illustrated in Figure 1.6). The statement heading includes (1) the name

Net patient services revenues* $9,000
Other operating revenues 500
Total operating revenues 9,500
Less operating expenses:

Nursing services 3,400
Other professional services 2,700
General services 1,800
Fiscal and administrative services 1,400

Total operating expenses 9,300
Operating income 200
Add nonoperating income 130
Excess of revenues over expenses $  330

*Net patient services revenue is net of $500 of charity care. Happy Valley Hospital provides charity care to patients
with incomes less than 200 percent of the federal poverty level.

FIGURE 1.7B 
Happy Valley
Hospital 
Statement 
of Operations,
GAAP Format,
Year Ended 
December 31,
20X2

Gross patient services revenues:
Daily patient services $6,000
Other professional services 4,000

Gross patient services revenues $10,000
Less deductions from patient services revenues 1,000

Net patient services revenues 9,000
Other operating revenues 500

Total operating revenues 9,500
Less operating expenses:

Nursing services 3,400
Other professional services 2,700
General services 1,800
Fiscal and administrative services 1,400

Total operating expenses 9,300

Operating income 200
Add nonoperating income 130

Excess of revenues over expenses $ 330

FIGURE 1.7A 
Happy Valley
Hospital 
Statement 
of Operations, 
Non-GAAP 
Format, Year
Ended 
December 31,
20X2
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of the accounting entity, (2) the name of the statement, and (3) the period
of time encompassed by the statement. These elements should always appear
in the heading of statements of operations.

The accounting entity is identified here, as in the balance sheet previ-
ously discussed, as Happy Valley Hospital. It is the economic unit or organiza-
tion whose activities are reported in the financial statement. A careful identifi-
cation of the entity is required to clearly distinguish it from other entities, such
as the Happy Valley college, church, nursing home, or manufacturing company.
As previously stated, the hospital is personified as an economic being separate
and distinct from its governing board, management, and employees.

The heading also includes the name of the statement—statement of
operations. This indicates the nature and function of the statement.

Observe that the illustrative statement of operations is dated “year
ended December 31, 20X2.” This specifies the accounting period to which
the statement of operations elements are related (that is, the 12 calendar
months of 20X2). It is improper and misleading to date the statement
“December 31, 20X2,” as this would imply that the information relates to a
single day or, at least, to an indeterminate period of time ending on that date.
The statement of operations often is prepared for a period of one month or
one quarter, as well as annually, and it is essential that the particular time
period covered be clearly disclosed in the statement heading. Balance sheets
also are prepared on a monthly or quarterly basis, as well as annually. When
financial statements are issued during the course of a year, they are referred
to as interim and/or internal statements. For the present, however, you will
be concerned only with annual financial statements.

Some hospitals and other healthcare entities employ a fiscal year end-
ing June 30 or September 30 rather than a calendar-year accounting or
reporting period ending December 31. For ease of exposition, however, a fis-
cal year ending December 31 is assumed throughout this text.

The previously discussed balance sheet presented the assets, liabilities,
and net assets of Happy Valley Hospital at December 31, 20X1 (see Figure
1.6). These resources and obligations, of course, became the opening bal-
ances for the 20X2 year. For example, the closing cash balance on December
31, 20X1, becomes the opening cash balance on January 1, 20X2. As the
20X2 year unfolds day by day, Happy Valley Hospital will complete thou-
sands of individual business transactions. Services will be provided to
patients, supplies will be purchased and used, employees will be paid salaries
and wages, cash receipts will arise from billings to patients and third parties,
and various other operating activities will take place.

At the end of 20X2, another balance sheet can be prepared, as shown in
Figure 1.8. This statement presents the financial position of the hospital at
December 31, 20X2. (A vertical, or report, format is used here simply to illus-
trate an alternative form of presentation; Figure 1.6 presented a balance sheet in
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a horizontal format.) The December 31, 20X2, balance sheet does not reveal the
details of the operating results for 20X2. A 20X2 statement of operations there-
fore is needed to disclose exactly what happened during the 12-month interval
between December 31, 20X1, and December 31, 20X2. In this way, statements
of operations serve as connecting links between successive balance sheets.

Hospital revenues consist primarily of economic values earned by the hospi-
tal through the provision of services and sales of products to patients. Rev-
enues also include receipts of unrestricted gifts and certain other donor con-
tributions. Revenues typically are evidenced by an increase in hospital assets,
either cash or receivables in most instances.

The revenues of a hospital are determined by the application of GAAP.
In conformity with these principles, some increases in assets are recognized
as revenues; other assets increases are not revenues. Cash received from an
outpatient for a laboratory examination, for example, is revenue. A billing made
to an inpatient for a day’s room and board is recorded as an increase in accounts
receivable and is recognized as revenue. In each case, the revenue is recorded
when it is earned (that is, at the time the related service is rendered and the hos-
pital has either received cash or has a claim against the patient for the value of

Assets
Cash $  575
Accounts receivable 2,600
Inventory 420
Prepaid expenses 80
Total current assets 3,675

Long-term investments 380

Land, buildings, and equipment $7,500
Less accumulated depreciation 2,210 5,290
Total assets $9,345

Liabilities and Net Assets
Accounts payable $  360
Notes payable 200
Accrued expenses payable 831
Deferred income 24
Total current liabilities 1,415
Long-term liabilities 3,400
Total liabilities 4,815
Hospital net assets 4,530
Total liabilities and net assets $9,345

FIGURE 1.8
Happy Valley
Hospital 
Balance Sheet,
December 31,
20X2

Revenues
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the service provided). On the other hand, the receipt of cash arising from the
borrowing of money from a bank is not revenue. Happy Valley Hospital pro-
vides care to patients who meet certain criteria under the hospital charity care
policy without charge or at amounts less than the hospital’s established rates;
because the hospital does not pursue collection of amounts determined to qual-
ify for charity care, the amounts are not reported as revenue. Happy Valley
Hospital provided $450 in charity care during the reporting period.

Please note that the illustrative statement of operations shown in Figure
1.7a is in non-GAAP format. GAAP format—in this case, represented by the
authoritative pronouncements of AICPA 1996 Audit and Accounting Guide for
Healthcare Organizations—requires that the format of the statement of opera-
tions begin with the line “Net patient services revenues,” as shown in Figure
1.7b. Note that “Gross patient services revenues” and “Less deductions from
patient services revenues” are no longer presented on statements of operations
distributed outside the facility; however, for teaching purposes, both are impor-
tant and included. On statements distributed outside the facility, deductions from
patient services revenues are reported as follows: Bad debt is reported as an oper-
ating expense based on rates; charity care is reported as a note based on rates,
costs, or volumes and must include the hospital’s policy for the provision of char-
ity care; and contractual adjustments are not reported, though agreements with
principle third parties must be reported in the notes to the financial statements.

Hospital revenues arising from patient care services generally are recorded at
the value of those services as evidenced by the hospital’s full, established rates
(prices or charges) for those services. This is true whether the hospital actu-
ally collects its full charges, contracts to accept less than full charges from
third-party payers, or collects nothing for the services provided. Most third-
party payers, for example, pay less than established rates because their eco-
nomic power permits them to negotiate lower rates. Hospitals also provide a
considerable amount of service to indigent patients at nominal rates or on a
free (charity) basis. Also, certain patients who are financially able to meet
their obligations simply fail to pay the hospital for services they have received,
and bad debts are recorded by the hospital.

Nevertheless, all patient care services rendered by the hospital are usu-
ally recorded as revenues measured in terms of full, established rates. Figure
1.7, for example, reports $10,000 of gross patient services revenues, of which
$1,000 is estimated to be uncollectible for the reasons just indicated. This
produces $9,000 of net patient services revenues or, if you prefer, “col-
lectible” patient services revenues. You should understand, however, that
much of this $9,000 has not yet been collected: The balance sheet at Decem-
ber 31, 20X2, reports $2,600 of accounts receivable!

There are two other categories of revenues in the illustrative statement
of operations. “Other operating revenues” include cafeteria sales, television and

Reporting 
Revenues on 

the Statement
of Operations
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parking lot fees, rentals received, tuition from educational programs, research
grants, and similar items related to the hospital’s mission in some way. “Non-
operating income” consists mainly of unrestricted contributions from donors
and income from investments, net of nonoperating expenses and losses. 

The statement of operations in Figure 1.7 presents the revenues of the hospital
in condensed form. In actual practice, of course, much more detail would be
required. Necessary details often are provided in supplementary schedules to
accompany the summary statement of operations. The schedules supply detailed
information about the revenues earned by each organizational unit (e.g., rev-
enues of each nursing unit, laboratory revenues, pharmacy revenues). In addition,
patient services revenues may be classified in various inpatient and outpatient cat-
egories. Detailed classifications of revenue deductions, other operating revenues,
and nonoperating income also are provided in these supplementary schedules.

Hospital expenses may be defined roughly as the costs of services, supplies,
and other items purchased and consumed by the hospital in the provision of
patient care services during a given period of time. In accordance with GAAP,
expenses are measured and recognized in the period in which they are
incurred or consumed in the production of hospital revenues. This may or
may not be the same time period in which they are paid. When supply items
are purchased for cash, for example, their costs are considered to be assets
(inventory). Only when supply items are used or consumed in hospital activ-
ities are their costs recognized and reported as expenses by the hospital. Like
most assets, expenses generally are measured in terms of historical costs.

The operating expenses in Figure 1.7 are reported in a functional classifica-
tion; that is, they appear according to the divisional organizational units of
the hospital. In actual practice, these divisional expense totals usually are 
supported by supplementary schedules, in which details, classified by individ-
ual department and type of expense, are provided. General services expenses
of $1,800, for example, could be reported by department (e.g., dietary,
housekeeping, plant operation) and by type of expense (e.g., salaries and
wages, supplies, purchased services). Illustrations of such schedules appear at
a later point in this book.

Rather than reporting expenses in a functional classification as shown
in Figure 1.7, Happy Valley Hospital might report its expenses in an object-
of-expenditure, or natural, classification in the manner indicated as follows:

Operating expenses:
Salaries and wages $5,080
Supplies 1,753
Purchased services 1,520
Depreciation 310

Supplementary
Schedules for
Summary 
Statements of
Operations

Expenses

Reporting
Expenses on 
the Statement 
of Operations
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Interest 206
Other 431

Total operating expenses $9,300

This natural classification of expense typically appears in the published
financial statements of hospitals. In internal management reports, hospital
expenses are classified primarily on a functional basis so as to associate the
expenses with organizational units and individuals who are responsible for
them. This procedure, known as responsibility reporting, is especially use-
ful for managerial control purposes.

The 20X2 excess of revenues over expenses of Happy Valley Hospital is $330,
as indicated in Figure 1.7. As noted earlier, an excess (profit) increases the net
assets of the hospital. So, by adding the 20X2 excess to the net assets balance
at December 31, 20X1, we obtain the hospital net assets figure appearing in
the balance sheet at December 31, 20X2:

Hospital net assets, December 31, 20X1 (Figure 1.6) $4,200
Add excess for 20X2 (Figure 1.7) 330
Hospital net assets, December 31, 20X2 (Figure 1.8) $4,530

Had there not been an excess (loss) in 20X2, the loss would be
deducted in this computation. Recognize, however, that this is a simplifica-
tion in that factors other than excess (or excess of expenses over revenues)
may at times affect the hospital net assets balance. This point is discussed fur-
ther at a later point in this book.

You should now have a general understanding of two of the principal
financial statements comprising the end product of accounting. With this 
behind you, you can move on to a study of the accounting operations that
produce the financial information contained in these statements.

Questions

Q1.1. What is the basic objective and purpose of the hospital enterprise?
Q1.2. Draw up a simple organization chart for a hypothetical hospital to 

indicate your understanding of the basic organizational structure
generally found in hospitals.

Q1.3. State briefly the function of a hospital’s governing board, medical 
director, and administrator.

Q1.4. Why is there a need for information about a hospital’s financial 
position and operating results?

Q1.5. Describe briefly some of the major characteristics of the economic
environment in which today’s hospitals operate.

Effect of Excess
of Revenues

over Expenses
on Net Assets

Balance
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Q1.6. What is the primary function of hospital accounting?
Q1.7. State briefly the purpose of a balance sheet.
Q1.8. Define assets. List five examples of assets that appear in hospital 

balance sheets.
Q1.9. Distinguish between current and noncurrent assets. Give an 

example of each.
Q1.10. Define liabilities. List five examples of liabilities that appear in 

hospital balance sheets.
Q1.11. Distinguish between current and noncurrent liabilities. Give an 

example of each.
Q1.12. State the accounting equation in two alternative forms.
Q1.13. What is meant by GAAP? What is the primary source of GAAP?
Q1.14. What information should be provided in the heading of a 

balance sheet?
Q1.15. State briefly the purpose of the statement of operations.
Q1.16. Define revenues. List four examples of revenues that appear in 

hospital statements of operations.
Q1.17. Define expenses. List four examples of expenses that appear in 

hospital statements of operations.
Q1.18. Distinguish between a functional classification of expenses and a 

natural classification of expenses.
Q1.19. What information should be provided in the heading of the 

statement of operations?
Q1.20. “In a hospital balance sheet, assets are reported at their fair 

market values.” Do you agree or disagree? Explain your answer.
Q1.21. “In a hospital statement of operations, revenues represent cash 

receipts, and expenses represent cash disbursements of the period.” 
Do you agree or disagree? Explain your answer.

Q1.22. What are interim financial statements?
Q1.23. In hospital accounting, when should revenues and expenses be 

recognized and recorded?
Q1.24. What is the accounting entity concept?
Q1.25. What are two of the major objectives of an effective system of 

internal control in hospitals?

Exercises

E1.1. Given the following, what are the missing dollar amounts?

Assets Liabilities Net Assets
1) $90,000 $60,000 $?
2)  80,000 ? 30,000
3)   ? 35,000 50,000
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E1.2. Given the following, what is the total amount of current assets?

Prepaid expenses $     150
Long-term investments 600
Cash 260
Deferred income 110
Inventory 320
Plant assets, at cost 8,400
Accounts receivable 2,900
Accumulated depreciation 3,300

E1.3. Given the following, what is the amount of long-term 
(noncurrent) liabilities?

Current liabilities $  1,500
Current assets 3,400
Plant assets, net of accumulated depreciation 5,200
Hospital net assets 4,300
Long-term investments 400

E1.4. Given the following, what is the excess of revenues over expenses
for the year?

Total operating expenses $  9,500
Gross patient services revenues 10,300
Nonoperating income 140
Deductions from patient services revenues 1,100
Other operating revenues 600

E1.5. Dippel Hospital’s December 31, 20X2, balance sheet reported 
hospital net assets of $8,645. Dippel’s 20X2 excess of revenues over
expenses was $714.
Required: What was reported as hospital net assets in Dippel’s 
balance sheet at December 31, 20X1?

Problems

P1.1. Keener Hospital provides you with the following information that 
relates to its financial position at September 30, 20X1:

Accrued expenses payable $     760
Inventory 480
Accumulated depreciation 2,800
Accounts payable 420
Prepaid expenses 90
Cash 600
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Deferred income 15
Land, buildings, and equipment 8,800
Accounts receivable 2,450
Notes payable 150
Long-term investments 400
Bonds payable (due 20X9) 3,500

Required: Prepare, in good form, a September 30, 20X1, 
balance sheet for Keener Hospital.

P1.2. Alice Hospital provides you with the following information that 
relates to its operating results for the year ended December 31, 20X1:

Nursing services expenses $3,900
Deductions from patient services revenues 1,200
Other professional services revenues 4,800
General services expenses 1,700
Nonoperating income 140
Fiscal and administrative services expenses 1,200
Daily patient services revenues 6,320
Other professional services expenses 2,610
Other operating revenues 450

Required: Prepare, in good form, a statement of operations for 
Alice Hospital for the year ended December 31, 20X1.

P1.3. McCart Hospital provides you with the following information 
that relates to its financial position at August 31, 20X2, and its 
operating results for the year then ended:

Accounts payable $   430
Nonoperating income 190
Accounts receivable 2,950
Deferred income 60
Long-term investments 590
Nursing services expenses 4,300
Bonds payable (due 20X9) 4,100
Daily patient services revenues 6,830
Fiscal and administrative services expenses 1,600
Cash 340
Notes payable 180
Land, buildings, and equipment 8,600
Deductions from patient services revenues 970
Prepaid expenses 70
Other professional services expenses 2,900
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Other professional services revenues 4,560
Accrued expenses payable 820
Accumulated depreciation 3,200
Inventory 240
Hospital net assets, August 31, 20X1 3,660
Other operating revenues 630
General services expenses 2,100

Required: Prepare, in good form, (1) a statement of operations 
for McCart Hospital for the year ended August 31, 20X2, and 
(2) a balance sheet for McCart Hospital at August 31, 20X2.

P1.4. Clarke Hospital provides you with the following information that 
relates to its financial position at October 31, 20X1, and its 
operating results for the month then ended:

Bonds payable (due 20X6) $2,500
Salaries and wages expenses 5,260
Prepaid expenses 40
Hospital net assets, September 30, 20X1 2,330
Daily patient services revenues 4,630
Interest expenses 120
Nonoperating income 110
Cash 170
Deferred income 20
Deductions from patient services revenues 420
Accounts payable 170
Land 250
Utilities expenses 980
Other operating revenues 380
Notes payable 200
Accounts receivable 1,930
Accumulated depreciation 1,580
Accrued expenses payable 490
Other professional services revenues 3,470
Supplies expenses 1,210
Buildings and equipment 5,000
Inventory 190
Depreciation expenses 240
Other operating expenses 70

Required: Prepare, in good form, for Clarke Hospital (1) a state-
ment of operations for the month ended October 31, 20X1, and 
(2) a balance sheet at October 31, 20X1.
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Note

1. See Bigalke, J. T., and D. Roach. 2005. “Corporate Responsibility: 
Not-for-Profits Prepare to be Held Accountable.” Healthcare Financial
Management, June, 70–76.
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2
CHAPTER

ANALYSIS OF BUSINESS TRANSACTIONS

The economic life of a hospital consists of a continuous stream of busi-
ness transactions. At frequent intervals, for example, a hospital pur-
chases medical and surgical supplies for its inventory. An invoice is

received in due course from the supplier, and a check is written in payment
of the billing. As required, the supplies are issued from inventory for use in
the provision of patient care services. Certain supplies may not be itemized
on the patient’s bill separately; other supplies are directly chargeable. Even-
tually, patients’ accounts will be collected, and the cash receipts are deposited
in the hospital’s bank accounts. The cycle then begins again.

Transactions of many different types occur daily in large numbers. Over
a period of a few months, a hospital may complete thousands of individual
transactions. Certainly, there must be a system by which this mass of activity can
be efficiently processed and recorded so that the desired information about the
hospital’s business transactions can be produced on a timely and accurate basis.
That system, of course, is the transaction segment of the hospital’s accounting
system. This chapter, and several of the chapters immediately following,
describe the basic elements and operations found in all accounting systems.

Learning Accounting Techniques with Manual Systems

In addition to making certain simplifying assumptions, we also will assume
that the accounting records involved are manually maintained in handwritten
or typewritten form. It is true, of course, that virtually all hospitals today nec-
essarily employ various types of accounting equipment ranging from computer
systems designed for small- or medium-sized hospitals to large-scale informa-
tion system devices that are designed to process enormous amounts of trans-
action-based data. Nevertheless, an exposition of the accounting process is
greatly facilitated, and the procedural operations are more easily learned and
clearly understood when a manual system is assumed. You also should be
aware that accounting principles are not altered by the employment of
accounting equipment or computers; the principles are the same for manual
systems as for mechanized and electronic systems. You can better comprehend
what various types of accounting equipment and computers do if you learn
first how manual records are maintained. How to program and operate such
electronic equipment, however, is beyond the scope of this book.
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Documentary Evidence of Transactions

In creating records of business transactions, accountants must first be made
aware that transactions have occurred. A system must be devised to docu-
ment all business transactions as they occur, or at the earliest practicable point
after their occurrence. It is of critical importance that no transaction is over-
looked or goes unrecorded. A failure to recognize and record all transactions
results in lost revenues and incomplete financial information.

Documentary evidences of transactions include purchase requisitions,
purchase orders, receiving reports, invoices, checks written and checks
received, patient services requisitions, charge tickets, cash register tapes, cash
receipt slips, deeds and contracts, bank deposit slips, correspondence with
patients and creditors, intrahospital memoranda, and many other forms and
business papers. This documentary evidence is the “red tape” for which
accountants often are blamed. Although these documents are vital to the
accounting process, they often have primary purposes and supplemental uses
that are not directly related to accounting.

The documentation should provide all essential facts involved in the
transaction. Accountants are particularly interested in authorizations; dates;
accurate identification of the services, supplies, and other items involved;
quantities; and dollar amounts. Without this information, the integrity of the
accounting records is subject to question.

Thus, accountants require verifiable and objective evidence of the
occurrence of bona fide transactions and of all essential facts involved. Not
everything recorded in the accounting records, however, can be documented
or documented to the same degree. A certain amount of the information
recorded and reported by accountants consists of approximations and esti-
mates based on professional judgment and experienced opinion. This is one
aspect of accounting that makes it interesting and challenging.

The Accounting Equation

The accounting equation, or model, was introduced briefly in Chapter 1.
This equation, you may remember, was expressed as follows:

Assets = Liabilities + Net Assets

The left side of the equation represents assets—that is, the things of value
owned by the hospital (e.g., cash, receivables, inventory, plant assets). The right
side of the equation consists of liabilities—that is, claims against the assets of the
hospital, and net assets. These claims consist of the amount of assets owed to
creditors (e.g., accounts payable, wages payable to employees, loans payable to
banks, other economic obligations) and the residual ownership interest in assets
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accruing to the hospital itself (net assets). The equation must always balance; it
expresses an equality that exists throughout the accounting process.

When a business transaction occurs, the accountant must analyze the
transaction in terms of its effect on the accounting equation. A determina-
tion is made of the increase and/or decrease effects of each transaction on
each element of the equation. Each transaction is analyzed to determine the
amounts by which it increased and/or decreased assets, liabilities, or net
assets. The amounts are measured in terms of dollars. Documentary evidence
provides the information needed to make this analysis.

The Initial Accounting Equation
Let us assume, as a starting point, that a hospital has $5,000 of assets, $2,000
of liabilities, and $3,000 of net assets. The equation is as follows:

Assets = Liabilities + Net Assets
$5,000 = $2,000 + $3,000

Effect of Borrowing on the Accounting Equation
Now assume that the hospital borrows $600 from a bank. What effects does
this transaction have on the accounting equation? Which of the elements of
the equation were increased or decreased?

The answer is as follows:

Assets = Liabilities + Net Assets
$5,000 = $2,000 + $3,000 (Previous balances)

+ 600 + 600 (Effect of transaction)
$5,600 = $2,600 + $3,000 (Resulting balances)

As a result of the bank loan, the hospital has $600 more assets (cash
received from the bank) and $600 more liabilities (the debt owed to the bank
that must be paid in the future). The receipt of a cash loan has no effect on
the hospital’s net assets, nor is the cash receipt regarded as revenue.

Effect of Repaying a Loan on the Accounting Equation
Assume that the hospital repays $100 (disregarding interest) of the principal
amount of the bank loan. The analysis is as follows:

Assets = Liabilities + Net Assets
$5,600 = $2,600 + $3,000 (Previous balances)

– 100 – 100 (Effect of transaction)
$5,500 = $2,500 + $3,000 (Resulting balances)

The hospital disbursed $100 cash, thereby reducing its assets and its
liability to the bank (from $600 to $500). Repayment of the bank loan 
(disregarding interest) has no effect on the hospital’s net assets, nor does this
expenditure constitute expense.
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Effect of Purchases on the Accounting Equation
Assume that the hospital purchases $300 of supplies on account (on credit).
In this transaction, the hospital obtains a new asset (inventory) and incurs a
liability (accounts payable) to pay the supplier at an agreed future date. The
analysis then becomes the following:

Assets = Liabilities + Net Assets
$5,500 = $2,500 + $3,000 (Previous balances)

+ 300 + 300 (Effect of transaction)
$5,800 = $2,800 + $3,000 (Resulting balances)

This transaction has no effect on the hospital’s net assets; neither is it
a transaction that requires the recognition of revenue or expense.

Assume that the hospital purchases a new item of equipment for $400
cash. The analysis is as follows:

Assets = Liabilities + Net Assets
$5,800 = $2,800 + $3,000 (Previous balances)

+ 400 (Effect of transaction) 
(Capital purchase)

– 400 (Effect of transaction) 
(Cash payment)

$5,800 = $2,800 + $3,000 (Resulting balances)

The effect of this transaction is to increase one asset (equipment) and
decrease another asset (cash). There is no effect on liabilities or net assets, nor
is there any revenue or expense to recognize.

Effect of Revenue Transaction on the Accounting Equation
Now let us consider a transaction that affects the hospital’s revenue and
therefore its net assets. Assume that the supplies previously purchased in
one of the transactions above are sold to patients for $350 and charged to
their accounts (no cash is yet received from them). The analysis now
becomes as follows:

Assets = Liabilities + Net Assets
$5,800 = $2,800 + $3,000 (Previous balances)

+ 350 + 350 (Effect of transaction)
$6,150 = $2,800 + $3,350 (Resulting balances)

This transaction produces an increase in the hospital’s assets (patients’
accounts receivable). Every business transaction, however, has at least two
effects. What is the other effect? Because liabilities are unaffected by the
transaction, the other effect must be an increase in the hospital’s net assets.
The principle is this: Revenues, evidenced by increases in net assets, are rec-
ognized as increases in the hospital’s net assets.
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But you are probably wondering about the cost of the supplies that
were sold and are no longer in the hospital’s inventory. The accountant must
recognize the related expense in addition to revenue, as follows:

Assets = Liabilities + Net Assets
$6,150 = $2,800 + $3,350 (Previous balances)

– 300 – 300 (Effect of transaction)
$5,850 = $2,800 $3,050 (Resulting balances)

Here, assets (inventory) are decreased by the cost of the supplies
removed from inventory and sold to patients. The cost of supplies sold (or
used) is treated as a reduction of the hospital’s net assets. The principle is this:
Decreases in net assets are expenses, and expenses are recognized as decreases
in hospital net assets.

We could have recorded the revenue transaction and the expense
transaction simultaneously. The analysis would have been the following:

Assets = Liabilities + Net Assets
$5,800 = $2,800 + $3,000 (Previous balances)

+ 350 + 350 (Effect of transactions)
– 300 – 300

$5,850 = $2,800 + $3,050 (Resulting balances)

A point made in Chapter 1 was that excess of revenues over expenses
(profit) increases hospital net assets. This is because revenues increase net
assets, and expenses decrease net assets. As you can see in the simultaneous
transactions just shown, hospital net assets increased by $50, the profit made
on the sale of supplies ($350 – $300 = $50).

Expanding the Accounting Equation for Revenues and Expenses
Hospitals, however, have so many revenue and expense transactions that it is
not feasible to attempt to record them individually as direct additions to and
deductions from hospital net assets. Instead, we expand the accounting equa-
tion to include two additional elements: revenues and expenses. The
expanded equation is as follows:

Assets = Liabilities + Net Assets + Revenues – Expenses

Here, net assets represent the net assets balance at the beginning of
the period. This extension of the equation simply expresses the principle that
the net assets balance at the beginning of the period is increased by revenues
earned and is decreased by expenses incurred during the period. It also allows
revenues and expenses to be treated as separate elements of the equation
rather than as direct changes in the net assets balance.

The expanded equation will be easier to work with if we add expenses
to each side to produce the following equation:
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Assets + Expenses = Liabilities + Net Assets + Revenues

This avoids having positive and negative elements on the right side of
the equation. Here again, net assets represents the net assets balance at the
beginning of the period. Subsequent expressions will not mention that net
assets means the net assets balance at the beginning of the period (year, for
example), but keep this fact in mind.

Now, using the expanded equation, let us analyze a new set of trans-
actions for a different hospital with assumed opening balances, including
$300,000 of assets, $100,000 of liabilities, and $200,000 of net assets. The
assumed transactions are as follows:

1. The hospital borrowed $25,000 from a bank.
2. The hospital purchased supplies on account for $12,000.
3. Half of the supplies were issued from inventory and used in patient care

($6,000). Patients were billed for $7,500.
4. The hospital paid $14,000 of salaries and wages to its employees.
5. Patients were billed (charged) for $15,300 of other services.
6. The bank loan was paid by a disbursement of $26,000, including interest

of $1,000.
7. The hospital paid $9,000 on its accounts payable.
8. The hospital collected $18,400 on patients’ accounts receivable.

Figure 2.1 analyzes the effects of these transactions on the expanded
equation. Observe that each transaction has at least two effects and that the
equation balances (left equals right) after each of the transactions are recorded.

Obtaining the Closing Net Assets Balance
At the bottom of Figure 2.1, you see that a closing entry has been made to
eliminate the accumulated totals of revenues and expenses from the equation
and to add the excess of revenues over expenses (the net income, or profit)
to the opening net assets balance. This produces the closing net assets bal-
ance, as shown in Figure 2.2.

In actual practice, closing entries are made at the end of each annual
period as a part of the procedure known as “closing the books.” Extensive
attention is given to this matter in Chapter 4.

After the closing entry has been made, the accounting equation con-
sists only of the closing balances for assets, liabilities, and net assets. These
balances are carried forward into the next accounting period and become the
opening balances of that period. A new accounting cycle then begins.

Debit and Credit Methodology

In analyzing and recording the effects of business transactions, accountants
employ a special method involving debits and credits. This method was first
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described in writing in a book published in 1494 by an Italian monk named
Paciolo. Today, more than 500 years later, accountants throughout the world
are still using the system described by Paciolo.

Let us assume, for the moment, that only five types of accounts are
employed in accounting: (1) assets, (2) expenses, (3) liabilities, (4) net assets,
and (5) revenues. The relationship among these accounts can be expressed by
the basic accounting equation previously discussed:

Assets + Expenses = Liabilities + Net Assets + Revenues

Opening balances $300,000 + $ -0- = $100,000 + $200,000 + $ -0-
Transaction 1 +25,000 +25,000

Resulting balances 325,000 + -0- = 125,000 + 200,000 + -0- 
Transaction 2 +12,000 +12,000

Resulting balances 337,000 -0- = 137,000 + 200,000 + -0-

Transaction 3
–6,000 +6,000
+7,500 7,500

Resulting balances 338,500 + 6,000 = 137,000 + 200,000 + 7,500
Transaction 4 –14,000 +14,000

Resulting balances 324,500 + 20,000 = 137,000 + 200,000 + 7,500
Transaction 5 +15,300 15,300

Resulting balances 339,800 + 20,000 = 137,000 + 200,000 + 22,800
Transaction 6 –26,000 +1,000 –25,000

Resulting balances 313,800 + 21,000 = 112,000 + 200,000 + 22,800
Transaction 7 –9,000 –9,000

Resulting balances 304,800 21,000 = 103,000 + 200,000 + 22,800

Transaction 8
+18,400 
–18,400

Resulting balances 304,800 + 21,000 = 103,000 + 200,000 + 22,800
Closing entry

(profit) –21,000 +1,800 22,800

Closing balances $304,800 + $ -0- = $103,000 + $201,800 + $ -0-

FIGURE 2.1
Transaction
Analysis

{

{

–

+

+

Net assets, beginning of period $200,000
Revenues of the period $22,800
Less expenses of the period 21,000
Excess of revenues over expenses 

(the net income, or profit) for the period +1,800
Net assets, end of period $201,800

FIGURE 2.2 
Closing Net 
Asset Balance
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Assets + Expenses = Liabilities + Net Assets + Revenues

Paciolo suggested that we refer to the left side of the equation as the
debit side. The elements of the left side—assets and expenses—are therefore
debit items (or debit balances). If the accountant makes an addition to the
left side of the equation, the entry is a debit. In other words, increases in
assets and expenses are recorded by making debits to those accounts.

Similarly, Paciolo indicated that the right side of the equation is called
the credit side. The elements of this side—liabilities, net assets, and rev-
enues—are therefore credit items (or credit balances). If the accountant
makes an addition to the right side of the equation, the entry is a credit. In
other words, increases in liabilities, net assets, and revenues are recorded by
making credits to those accounts.

Thus, increases in assets and expenses are debits; increases in liabili-
ties, net assets, and revenues are credits. It logically follows that decreases
in assets and expenses are credits and that decreases in liabilities, net assets,
and revenues are debits. In summary, the rules of debit and credit are as
follows:

1. With respect to assets and expenses accounts:
a. Debit to increase.
b. Credit to decrease.

2. With respect to liability, net assets, and revenue accounts:
a. Credit to increase.
b. Debit to decrease.

Most introductory accounting students first memorize these rules. As
they gain experience by applying the rules to business transactions, however,
debit-and-credit analysis becomes almost second nature.

Real Meaning of Debits and Credits
Many people begin a study of accounting with certain preconceived (and
incorrect) notions about debits and credits. It is widely believed, for exam-
ple, that a debit is something “bad” and that a credit is something
“good.” There also exists an erroneous idea that the term debit always
means “decrease,” and that credits always “increase” a balance. These
notions are incorrect and, if not discarded, impair the study of account-
ing. The word debit, standing alone, simply means an entry or balance on
the left side of an accounting record. A debit means increase only with
respect to assets and expenses; a debit to any other type of account is a
decrease. Similarly, the word credit means nothing more than an entry or
balance on the right side of an accounting record. Whether a debit or a
credit is an increase or a decrease, then, depends on the type of account
to which it is related.
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Use of Accounts

Accountants have devised a standard way to record debits and credits in
accounts. An account form is basically a “T” shape:

(Account Name or Title)
(left) (right)
Debit Credit
side side

The name or title of the account appears at the top of the form above
the horizontal rule. For the purpose here, the terms assets, expenses, liabilities,
net assets, and revenues serve as the account names. (More specific account
titles are introduced in Chapter 3.) A vertical rule divides the account equally
into a left side and a right side.

The Basic T-Account
No matter what the account name, however, the left side of a T-account is
the debit side; the right side is the credit side. With respect to assets and
expenses, entries made on the left (debit) side are increases (+), and entries
made on the right (credit) side are decreases (–). The opposite is true in
accounts for liabilities, net assets, and revenues. These debit and credit rules
are presented here in account form:

Assets + Expenses = Liabilities + Net Assets + Revenues
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
(+) (–) (+) (–) (–) (+) (–) (+) (–) (+)

Note that the word “debit” is abbreviated Dr., and the word “credit” is
abbreviated Cr. These abbreviations are derived from equivalent words of the
Latin language in which Paciolo wrote. They are not English abbreviations.

Figure 2.1 analyzed eight transactions in terms of the basic account-
ing equation. These same eight transactions now will be analyzed in T-
account form, using debits and credits. You should recall the assumed bal-
ances, labeled (B), at the beginning of the period:

Assets Expenses Liabilities
(B)300,000 (B)100,000

Net Assets Revenues
(B)200,000

The five T-accounts, as a group, are referred to as the ledger. As you
can see, the ledger is “in balance”—that is, total debits equal total credits.

The first transaction to be analyzed and entered in this ledger is one
in which the hospital borrows $25,000 from a bank. This transaction creates



HFMA’s Introduction to Hospital  Accounting40

$25,000 of additional assets (cash) and $25,000 of additional liabilities (the
amount now owed to the bank). The entry, numbered (1), is as follows:

Assets Expenses Liabilities
(B)300,000 (B)100,000
(1) 25,000 (1) 25,000

Net Assets Revenues
(B)200,000

Thus, the required entry is a $25,000 debit to assets and a $25,000 credit
to liabilities. The entry increases assets to a balance of $325,000 and increases
the liabilities to a balance of $125,000, and the ledger remains in balance.

The second transaction is the purchase of supplies (inventory) on
account for $12,000. The entry, numbered (2), is as follows:

Assets Expenses Liabilities
(B)300,000 (B)100,000
(1) 25,000 (1) 25,000
(2) 12,000 (2) 12,000

Net Assets Revenues
(B)200,000

This transaction, which produces a new asset (inventory) and a new
liability (accounts payable) is recorded as a $12,000 debit to assets and a
$12,000 credit to liabilities. Every transaction entry will have at least two
effects; every entry will include at least one debit and one credit.

Maintaining a Balance in the Ledger
Do not fall into the trap of assuming that a transaction entry is always an
increase in one account and a decrease in another. Each of the two entries
made in the preceding accounts was an increase in one account and an
increase in another. No decreases at all were recorded. Other types of trans-
actions are recorded by a decrease in one account and a decrease in another
(or the same) account, with no increase in any account. Still other transac-
tions require an increase in one account and a decrease in another. It is 
possible to have any combination of increases and decreases.

Notice that the ledger is still in balance. The debit total of assets,
$337,000 ($300,000 + $25,000 + $12,000) equals the credit totals of liabil-
ities, $137,000 ($100,000 + $25,000 + $12,000), and net assets, $200,000.
This equality of debit and credit balances must be maintained at all times.

The next transaction consists of the sale of half the supplies of inventory
to patients for $7,500. Because all the supplies purchased in the second trans-
action cost $12,000 but only half of them were sold, the cost of the supplies
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sold is $6,000. This $6,000 must be removed from assets (inventory) and
charged to expenses (supplies expense). The $7,500 billing to patients must
be charged to patients’ accounts receivable (debited to assets) and recorded
as revenues earned by the hospital. The entry, numbered (3), is as follows:

Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (B)100,000
(1) 25,000 (1) 25,000
(2) 12,000 (2) 12,000
(3) 7,500

Net Assets Revenues
(B)200,000 (3) 7,500

This entry includes two debits and two credits. Entries having more
than one debit or credit are referred to as compound entries. You also will
encounter compound entries having two or more debits but only one credit,
and entries having two or more credits but only one debit.

In the fourth transaction, the hospital pays $14,000 of salaries and
wages to its employees. The entry, numbered (4), is as follows:

Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (B)100,000
(1) 25,000 (4) 14,000 (4)14,000 (1) 25,000
(2) 12,000 (2) 12,000
(3) 7,500

Net Assets Revenues
(B)200,000 (3) 7,500

This entry records a decrease in assets (cash) and an increase in
expenses (employees’ salaries and wages expense).

The fifth transaction is the billing of hospital patients for $15,300 of
services (e.g., room and board, laboratory, pharmacy). This entry, numbered
(5), is as follows:

Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (B)100,000
(1) 25,000 (4) 14,000 (4)14,000 (1) 25,000
(2) 12,000 (2) 12,000
(3) 7,500
(5) 15,300

Net Assets Revenues
(B)200,000 (3) 7,500

(5) 15,300
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This entry records an increase in hospital assets (accounts receivable)
and an increase in hospital revenues (revenues from services to patients). A
portion of the accounts receivable established in this entry will be collected
in cash in the eighth transaction.

The sixth transaction consists of the repayment of the bank loan of
$25,000 plus $1,000 of interest assumed to be due to the bank. The required
entry, numbered (6), includes two debits and one credit, as follows:

Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (6) 25,000 (B)100,000
(1) 25,000 (4) 14,000 (4)14,000 (1) 25,000
(2) 12,000 (6) 26,000 (6) 1,000 (2) 12,000
(3) 7,500
(5) 15,300

Net Assets Revenues
(B)200,000 (3) 7,500

(5) 15,300

Of this $26,000 cash disbursement, $1,000 is interest expense, and
the remaining $25,000 is a reduction of liabilities (elimination of the bank
loan payable).

The seventh transaction is the payment by the hospital of $9,000 of
accounts payable to its suppliers. The required entry, numbered (7), is as follows:

Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (6) 25,000 (B)100,000
(1) 25,000 (4) 14,000 (4)14,000 (7) 9,000 (1) 25,000
(2) 12,000 (6) 26,000 (6) 1,000 (2) 12,000
(3) 7,500 (7) 9,000
(5) 15,300

Net Assets Revenues
(B)200,000 (3) 7,500

(5) 15,300

These accounts payable arose in the second transaction, when the
liabilities account was credited for $12,000. Now, because $9,000 of the
accounts payable is being paid, the liabilities account is debited. The 
difference of $3,000 remains unpaid as part of the credit balance in the 
liabilities account.

The last transaction is the receipt of $18,400 in payment of a portion
of accounts receivable due from patients for supplies and services provided to
them in previous transactions (the third and fifth transactions). The entry,
numbered (8), is as follows:
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Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (6) 25,000 (B)100,000
(1) 25,000 (4) 14,000 (4)14,000 (7) 9,000 (1) 25,000
(2) 12,000 (6) 26,000 (6) 1,000 (2) 12,000
(3) 7,500 (7) 9,000
(5) 15,300 (8) 18,400
(8) 18,400

Net Assets Revenues
(B)200,000 (3) 7,500

(5) 15,300

This transaction requires entering a debit and a credit to the asset
account. The entry, in this case, debits (increases) one type of asset (cash) and
credits (decreases) another type of asset (accounts receivable).

Now we should determine the balance of each account. Consider, for
example, the assets account that consists of an opening balance at the begin-
ning of the period, five debits for the increases in assets during the period,
and five credits for the decreases in assets during the period. The balance of
assets at the end of the period may be determined as follows:

Assets
(B)300,000 (3) 6,000
(1) 25,000 (4) 14,000
(2) 12,000 (6) 26,000
(3) 7,500 (7) 9,000
(5) 15,300 (8) 18,400
(8) 18,400

(Totals) 378,200 73,400
(Less credit total) 73,400
(Closing balance) (B)304,800

Notice that the opening balance of assets plus the debits (increases)
during the period totals $378,200; the credits (decreases) during the period
total $73,400. The difference between the debit and credit totals is the end-
of-period balance of assets—that is, a debit balance of $304,800. It is a debit
balance because the debit total in the account exceeds the credit total.

Generating a Trial Balance
A balance for each of the other accounts may be determined in a similar man-
ner. To determine whether the ledger is in balance, the individual account
balances may be arranged in a trial balance, as shown in Figure 2.3.

Notice that the accounts for assets and expenses have debit balances and
that the accounts for liabilities, net assets, and revenues have credit balances.



HFMA’s Introduction to Hospital  Accounting44

This is the normal state of affairs. Elements on the left side of the account-
ing equation are debit items; elements on the right side are credit items.

Obtaining the Net Assets Balance with a Closing Entry
To obtain the end-of-period net assets balance (taking into account the
excess of revenues over expenses for the period), a closing entry is required,
as indicated in the following, labeled (C):

Assets Expenses Liabilities
(B)300,000 (3) 6,000 (3) 6,000 (C)21,000 (6) 25,000 (B)100,000
(1) 25,000 (4) 14,000 (4)14,000 (7) 9,000 (1) 25,000
(2) 12,000 (6) 26,000 (6) 1,000 (2) 12,000
(3) 7,500 (7) 9,000
(5) 15,300 (8) 18,400
(8) 18,400

Net Assets Revenues
(B)200,000 (C) 22,800 (3) 7,500
(C) 1,800 (5) 15,300

Again, the closing entry eliminates the balances of revenues and
expenses and records the $1,800 difference (excess of revenues over
expenses) as an increase in the net assets account. The double rules in the
accounts for revenues and expenses indicate that these accounts have been
closed and have no balance. In the account for expenses, for example, debits
equal credits; the account balance is zero.

The Need for More Detailed Information

If financial statements were prepared from the accounts developed in the 
previous discussion, the information in those statements would be highly 

Balances

Dr. Cr.

Assets $304,800
Expenses 21,000
Liabilities $ 103,000
Net assets 200,000
Revenues 22,800
Totals $325,800 $325,800

FIGURE 2.3
Trial Balance
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condensed data. The statement of operations for the period and the balance sheet
at the end of the period would contain the information shown in Figure 2.4.

Whereas these are the general types of information required by finan-
cial statement users, the categories are much too broad to be useful. Much
more detailed information must be provided.

From what services and other sources did the hospital earn its revenues,
and how much revenue was derived from each source? What are the functional
and natural breakdowns of the hospital’s expenses, and how much expense
was incurred in each classification? What specific assets are owned by the hos-
pital, and how much money is invested in each of them? What specific liabili-
ties does the hospital have, and what is the monetary amount of each of them?
Which of these assets and liabilities are current, and which are noncurrent?

The next chapter begins to develop the detailed information necessary
to answer such questions.

Questions

Q2.1. Indicate briefly the need for documentary evidence in accounting. 
Give five examples of documentary evidence used in hospital 
accounting.

Q2.2. Define the term debit.
Q2.3. Define the term credit.
Q2.4. “In accounting, debits represent something ‘bad’ (undesirable), 

whereas credits represent something ‘good’ (desirable).” Do you 
agree or disagree? Explain your answer.

Q2.5. State the rules of debit and credit with respect to asset and 
expense accounts.

Q2.6. State the rules of debit and credit with respect to liability, net assets, 
and revenue accounts.

Q2.7. What are compound entries?

Income Statement
Revenues $  22,800
Less expenses 21,000
Net income of the period $   1,800

Balance Sheet

Assets $304,800

Liabilities $103,000

Net assets 201,800

Total liabilities and net assets $304,800

FIGURE 2.4
Condensed
Statement of
Operations and
Balance Sheet
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Q2.8. What is a trial balance? What is its purpose?
Q2.9. Which of the following types of accounts normally have debit balances?

a. Assets
b. Liabilities
c. Net assets
d. Revenues
e. Expenses

Q2.10. What is the purpose of a closing entry?

Exercises

E2.1. On March 31, Hopi Hospital had assets of $500,000, liabilities of 
$300,000, and net assets of $200,000. During April, the following 
transactions were completed:

1. Services rendered to patients, $100,000
2. Collections on patients’ accounts, $85,000
3. Supplies purchased on account, $20,000
4. Payments on accounts payable to suppliers, $16,000
6. Supplies consumed in patient care services, $18,000
7. Other expenses paid in cash, $54,000
8. Purchased equipment for cash, $12,000

Required: What were the amounts of Hopi Hospital’s (1) assets, 
(2) liabilities, and (3) net assets at April 30?

E2.2. On August 31, Zebra Hospital had $800,000 of assets, $500,000 
of liabilities, and $300,000 of net assets. The following transactions 
were completed during September:

1. Borrowed $75,000 from a local bank
2. Repaid $25,000 of the bank loan, plus $750 interest for the 

month of September
3. Provided $186,000 of services to patients
4. Collected $193,000 on patients’ accounts
5. Other September expenses paid in cash, $184,000
6. Purchased equipment for $15,000 cash

Required: What were the amounts of Zebra Hospital’s (1) assets, 
(2) liabilities, and (3) net assets at September 30?

E2.3. At May 31, Tiger Hospital had $650,000 of assets, $350,000 of 
liabilities, and $300,000 of net assets. The following transactions 
were completed during June:
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1. Charged patients for $204,000 of services
2. Collected $190,000 on patients’ accounts
3. Purchased $31,000 of supplies on account
4. Used $28,000 of supplies in patient care activities
5. Paid $35,000 on accounts payable
6. Paid employee salaries and wages of $99,000
7. Paid other expenses of $60,000

Required: What were the amounts of Tiger Hospital’s (1) assets, 
(2) liabilities, and (3) net assets at June 30?

E2.4. Tarzan Hospital began operations on January 1, 20X1, with 
$10,000 of assets, $6,000 of liabilities, and $4,000 of net assets. 
Following are the ledger accounts at December 31, 20X1:

Assets Expenses Liabilities
10,000 500 1,100 500 6,000

1,500 1,100 3,200 1,500
5,000 3,200
4,200 4,200

Net Assets Revenues
4,000 5,000

Required: Reconstruct the 20X1 transactions of Tarzan Hospital to 
the extent possible.

Problems

P2.1. Assume that Joy Hospital on May 1 had $29,000 of assets, 
$12,000 of liabilities, and $17,000 of net assets. Subsequently, the 
following transactions were completed:

1. The hospital borrowed $2,500 from a local bank.
2. The hospital repaid $1,000 of the bank loan (disregard interest).
3. Supplies costing $1,800 were purchased on account and placed 

in inventory.
4. A new item of equipment was purchased for $4,600 cash.
5. The hospital paid $800 on its accounts payable.
6. Supplies previously purchased for $700 were sold to patients 

for $960 cash.
7. Patients’ accounts were charged for $1,770 of hospital services 

rendered to them.
8. Cash collections on patients’ accounts amounted to $1,150.
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Required: Taking into account the cumulative effects of the eight 
transactions and the May 1 balances, what are Joy Hospital’s (1) 
total assets, (2) total liabilities, and (3) total net assets?

P2.2. On October 1, Taylor Hospital had $450,000 of assets, $150,000 
of liabilities, and $300,000 of net assets. Transactions completed 
during the month of October were as follows:

1. The hospital borrowed $50,000 from a bank.
2. The hospital purchased supplies on account for $20,000.
3. Seventy-five percent of the supplies were issued from inventory 

and used in patient care. Patients were billed for $21,000.
4. The hospital paid $45,000 of salaries and wages to employees.
5. Patients were billed for $48,500 of other services.
6. The hospital paid $30,400 (including $400 interest) on the 

bank loan.
7. The hospital paid $17,000 on its accounts payable.
8. The hospital collected $59,000 on patients’ accounts.

Required: Prepare an analysis of these transactions using the format
illustrated in Figure 2.1.

P2.3. On December 1, Todd Hospital had $380,000 of assets, $120,000 
of liabilities, and $260,000 of net assets. Transactions completed 
during the month of December were as follows:

1. The hospital borrowed $20,000 from a bank.
2. Supplies purchased on account amounted to $14,000.
3. Supplies issued from inventory and used in patient care 

amounted to $10,000. Patients were billed for $16,000.
4. Employees were paid $28,000 of salaries and wages.
5. New equipment was purchased for $4,000 cash.
6. Patients were billed for $26,000 of other services.
7. The bank loan was paid off with a disbursement of $20,300, 

including interest of $300.
8. Payments on accounts payable amounted to $11,000.
9. Collections on accounts receivable were $39,000.

Required: (1) Prepare a debit and credit analysis of the nine trans-
actions in T-account form, including a closing entry at December 31. 
(2) Indicate the balance of each account at December 31.

P2.4. On October 31, Iowa Hospital had $710,000 of assets, $230,000 
of liabilities, and $480,000 of net assets. Transactions completed 
during the month of November were as follows:
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1. Supplies purchased on account totaled $29,000.
2. Supplies that had cost $26,000 were issued from inventory and 

used in patient care. Patients were billed $31,000.
3. Employees were paid $84,000 of salaries and wages.
4. Patients were billed for November services as follows:

Daily patient services $51,500
Other professional services 37,500
Total $89,000

5. Other operating revenues received in cash amounted to $2,800.
6. Purchase of new equipment on account was for $12,000.
7. Payments on accounts payable amounted to $24,700.
8. Collections on accounts receivable totaled $102,600.
9. Miscellaneous other expenses paid in cash came to $14,300.

Required: (1) Prepare a debit and credit analysis of the above 
information in T-account form, including a closing entry at 
November 30. (2) Prepare an income statement for November that 
is as detailed as possible.
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3
CHAPTER

JOURNAL, LEDGER, AND TRIAL BALANCE

The preceding chapter was concerned with analyzing business transac-
tions in terms of how they increase and decrease the basic elements of
the accounting equation. Only five accounts were used in the analysis:

assets, expenses, liabilities, net assets, and revenues. A much greater number
of accounts is needed, however, to provide the detailed information required
by hospital management and other financial statement users. Such informa-
tion is developed by the use of a chart of accounts, sometimes called a classi-
fication of accounts. A relatively simple chart of accounts is introduced in this
chapter; a more sophisticated set of accounts is presented in Chapter 10.

Also in the previous chapter, transaction entries were recorded directly in
the accounts. This procedure is not feasible in actual accounting practice because
of the large volume of transactions that must be recorded each day. Instead, the
effects of business transactions are recorded initially in an accounting record
known as a journal. The process of making records of transactions in a journal
is called journalizing. Subsequently, the journalized information is transferred
(by a process called posting) into the accounts in the hospital’s ledger. The major
part of this chapter is devoted to a discussion of these procedures.

Illustration Data

Let us assume that Smalltown is a rapidly growing community, but one without
a hospital of its own. Because the nearest hospital is in a city some distance
away, the citizens of Smalltown decide to build their own community hospi-
tal. A Civic Improvement Committee is established to raise the necessary
money for construction, equipment, and initial operating needs (working
capital). An extended fundraising campaign is completed on December 31,
20X0, when a goal of $100,000 is achieved. The hospital is incorporated
under the laws of the state, and a corporate charter is duly obtained.

On receipt of the not-for-profit charter, Smalltown Hospital begins its
corporate existence on January 1, 20X1. During the ensuing year, the follow-
ing transactions are completed by the hospital:

1.On January 1, 20X1, the hospital receives its initial net assets of
$100,000 from the citizens of Smalltown through the Civic 
Improvement Committee.
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2.On January 2, 20X1, the hospital issues $50,000 of 8 percent, ten-year
bonds at face value. Interest on these bonds is payable annually on
December 31.

3.On January 3, 20X1, the hospital purchases plant assets for cash as follows:

Land $ 25,000
Buildings 67,000
Equipment 45,000
Total cost $137,000

The cost of the building includes the alteration and remodeling of an
existing structure previously operated as a hotel.

4.During the year, total purchases of supplies on account by the hospital
amount to $28,200. These include dietary supplies, pharmaceuticals,
and other medical and surgical supplies.

5.As the year passes, $21,500 of these supplies are issued from inventory
for use in hospital patient care activities.

6.Services rendered to patients over the course of the year total $120,300
and are billed to patients as follows:

Daily patient services $  72,180
Ancillary services 48,120
Total revenues $120,300

Daily patient services include room, board, routine nursing care, and
minor medications. Ancillary services are those provided by departments
such as operating rooms, laboratory, radiology, and pharmacy.

7.During the year, collections on patients’ accounts amount to $94,500.
(We will assume no charity care, bad debts, or other deductions from
revenues occur.)

8.Payments on accounts payable to suppliers are $22,600.
9.During 20X1, the hospital receives in cash $13,800 of revenues from

other sources, including unrestricted contributions and gifts.
10.Over the course of 20X1, the hospital pays operating expenses as follows:

Salaries and wages $ 76,400
Utilities 12,700
Insurance 3,600
Repairs 2,900
Other expenses 1,300
Total $ 96,900

11.On October 1, 20X1, the hospital obtains a short-term, 10 percent loan
of $12,000 from a local bank.

12.On December 31, 20X1, the hospital pays interest expense on the
bonds and bank loan as follows:
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Interest on bonds $4,000
Interest on bank loan 300
Total $4,300

You should understand that this list is largely a summary of the thou-
sands of transactions the hospital had during 20X1. Except in a few instances,
individual transactions are not indicated. This also means that, other than
where particular dates are specified, the itemization is not in the chronolog-
ical order in which the events occurred. Items 4 through 10, for example,
each describe a series of transactions that took place over the entire year at
periodic intervals. The hospital rendered patient services daily, cash was
received and disbursed every day, supplies were purchased periodically,
salaries and wages were paid biweekly, and so forth.

You now are aware of all of the financial activities of Smalltown Hos-
pital during 20X1. Knowing this, what is the hospital’s excess of revenues
over expenses for the year? How much cash does Smalltown Hospital have in
the bank at the end of the year? At December 31, 20X1, what is the amount
of accounts receivable due from patients? Inventory? Accounts payable to
suppliers? What are the amounts of other hospital assets and liabilities?

Users of Accounting Information
Who cares about these balances? As you learned in Chapter 1, management,
creditors, third-party payers, bankers, bondholders, and governmental agencies
all care. The citizens of Smalltown have a rather personal interest in the hospi-
tal’s finances as well. All of these and other groups care very much indeed about
these questions and the answers to them. Without such information, none of
these groups would be able to make intelligent economic decisions.

So, once we agree that financial information about Smalltown Hospital
is important and useful, how do we deal with the problems of accumulating,
communicating, and using it? How do we develop and maintain the neces-
sary accounting records, and how do we report the recorded information to
those who use it?

Chart of Accounts

As noted in Chapter 2, competent documentary evidence of completed trans-
actions is the first and fundamental requirement of the accounting system.
Documentary evidence is essential, because the reliability and accuracy of the
information produced by the accounting process rests largely on the extent
to which that information is based on verifiable, objectively determined facts.
You realize, of course, that accounting never can become fully objective or com-
pletely scientific. Accounting is an art that requires the exercise of judgment and
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the use of estimates. Wherever possible, however, business transactions are evi-
denced by independent and objective documentation, such as invoices, bank
deposit slips, charge tickets, cash receipt slips, and other business papers.

Transaction Types Listed in the Chart of Accounts
Properly executed documentary evidences make the accountant aware that
transactions have occurred. To record these transactions in an organized
manner, an information classification system must be used. This system is set
forth in a chart of accounts, such as the one illustrated in Figure 3.1. This
chart depicts the manner in which transaction data will be classified and
recorded in the accounting records of Smalltown Hospital. It is designed pri-
marily to meet the informational needs of the hospital management, but
accounting standards as well as legal, tax, and regulatory agency require-
ments also influence the design of the chart of accounts. The chart of
accounts for Smalltown Hospital in Figure 3.1 has more detail than you need
for Chapters 3 and 4, but it provides sufficient detail for Chapters 5 through
8. An expanded chart of accounts is discussed in Chapter 10. It is important
to note that few hospitals use the same chart of accounts because of differ-
ences in information needs. The chart of accounts in Figure 3.1 is designed
for teaching purposes only.

Coding Groups of Accounts
The illustrative chart is divided into six major groups of accounts: assets, liabili-
ties, net assets, revenues, deductions from revenues, and expenses. Each account
in the chart is assigned an identifying number; any account in the 100 series is
an asset account, any account in the 200 series is a liability account, and so on.
This numerical coding of the accounts saves clerical time and effort in that it is
easier to pronounce, write, or type “601,” for example, than it is to pronounce,
write, or type “salaries and wages expense.” The numerical coding also promotes
accuracy and permits the accountant to readily identify the nature of any
account. Data processing equipment requires the use of account numbers.

There are 43 accounts in Smalltown Hospital’s chart. If the manage-
ment of Smalltown Hospital required more detailed information about expen-
ditures for, say, utilities, then separate accounts could be provided for water,
heat, and electricity instead of combining all such expenditures into a single
utilities account. Or, rather than a single revenue account for ancillary services,
a number of separate accounts could be maintained for individual services, such
as operating room revenue, laboratory revenue, and pharmacy revenue.

This, of course, is done in actual practice, where charts of accounts
generally consist of several hundred individual accounts. The Smalltown
Hospital’s chart of accounts, however, is limited to 43 accounts for the pur-
poses of this introductory discussion. Notice also that we introduced
accounts for contractual adjustments, depreciation, prepaid and accrued
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100 Assets
101 Cash
102 Temporary investments 
103 Accrued interest receivable
104 Accounts receivable
105 Allowance for uncollectible accounts
106 Inventory
107 Prepaid insurance
108 Prepaid rent
109 Prepaid interest
120 Land
130 Buildings
131 Accumulated depreciation—buildings
140 Equipment
141 Accumulated depreciation—equipment

200 Liabilities
201 Accounts payable
202 Notes payable
203 Accrued interest payable
204 Accrued salaries and wages payable
205 Deferred rental income
206 Deferred tuition income
250 Bonds payable

300 Net Assets
301 Hospital net assets
302 Revenue and expense summary

400 Revenues
401 Routine services revenue
402 Ancillary services revenue
403 Interest income
404 Rental income
405 Tuition income
406 Other operating revenues
407 Premium revenue
408 Nonoperating revenue

500 Deductions from Revenues
501 Contractual adjustments
502 Charity care adjustments

600 Expenses
601 Salaries and wages expense
602 Supplies expense
603 Utilities expense
604 Insurance expense
605 Repairs expense
606 Rent expense
607 Depreciation expense
608 Interest expense
609 Bad debt expense
610 Other expenses

FIGURE 3.1
Smalltown 
Hospital Chart
of Accounts
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expenses, bad debts, and various other financial statement items that you may
recall from Chapter 1. These complications will be further discussed at appro-
priate points in subsequent chapters.

Journal

Assuming that we have documentary evidence supporting the Smalltown
Hospital’s 20X1 transactions, and given the hospital’s chart of accounts, we
can proceed with the task of analyzing and recording the transactions for
20X1. Each of the 12 transactions previously listed will be analyzed in terms
of its effects on the account classifications provided in the chart of accounts.
Which account or accounts should be debited and which should be credited
for each of these transactions? This debit and credit analysis will be recorded
initially in an accounting record called a journal.

The General Journal
As you will see later, there are many types of journals: revenue journals, cash
receipts journals, voucher registers, and so on. These special journals are illus-
trated in Chapters 11 through 14. We are concerned at this point, however,
only with the general journal. This particular form of journal is illustrated in
Figure 3.2.

The Journalizing Process
The process of recording transactions in the journal is called journalizing. It
consists of a formal recorded analysis of the increase and decrease effects of

Date Accounts and Explanations Acct. No. Dr. Cr.
Mo. Day Year Account(s) debited No. Amounts

Account(s) credited No. Amounts
Explanation of the 
transaction

X1 Cash 101 100,000
Hospital net assets 301 100,000

Receipt of initial asset 
from Civic Improvement 
Committee

1 2 X1 Cash 101 50,000
Bonds payable 250 50,000

Issue of 8%, 10-year 
bonds at face value

FIGURE 3.2
General 

Journal Form
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transactions on the specific account classifications provided in the chart of
accounts. You might think of journalizing as maintaining a business diary for
the hospital. The journal is a chronological record of financial events in the
economic life of the hospital. As each event, or transaction, occurs, it is
recorded in the journal. This record, as you can see in Figure 3.2, consists of
several elements, which are entered in the following order:

1. The date of the transaction;
2. The titles of the accounts affected (increased and/or decreased) by the

transaction—that is, the particular accounts to be debited and credited;
3. A brief explanation of the nature and salient facts of each transaction;
4. The account numbers of the accounts being debited and credited; and
5. The dollar amounts of the debits and credits.

These are the essential elements of a journal entry. All five of these ele-
ments must be provided for each entry.

Several different kinds of journal entries are made in accounting. Later
in this book, you will learn how to make adjusting entries, correcting entries,
reversing entries, and closing entries. At this point, however, we are con-
cerned only with entries to record transactions—that is, transaction entries.

All of the transaction entries for Smalltown Hospital for 20X1 are pre-
sented in Figure 3.3. Note the following points: 

1. The date on which each transaction occurred ordinarily appears in the
column on the far left. For purposes of this illustration, however, we
give each transaction entry a number rather than a specific date. Trans-
actions of the same type—purchases of supplies, for example—are sum-
marized for the entire year in this illustration. They are recorded by a
single journal entry to simplify and shorten the presentation; this is why
the journal entries are not dated with a specific month and day.

2. The titles of the accounts debited and credited, along with a brief expla-
nation of the transaction being recorded, are indicated in the next section
of the journal.
a. The titles of the accounts debited in each entry are written first and 

are entered against the left margin.
b. The titles of the accounts credited are written underneath the 

accounts debited and are indented about an inch or so. This 
indentation distinguishes the credits from the debits at a glance.

c. The explanations or descriptions of the transaction follow the
account titles and are indented about half an inch so that they will 
not be confused with account titles. 

3. The account numbers of the accounts debited and credited in each 
journal entry are entered in the column provided for them. Do not 
“invent” new account numbers; use only the numerical coding 
provided by the chart of accounts.
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Entry No. Accounts and Explanations Acct. No. Debit Credit
1 Cash 101 100,000

Hospital net assets 301 100,000
Receipt of net asset funds from 
Smalltown Civic Improvement Committee

2 Cash 101 50,000
Bonds payable 250 50,000

Issue of 8%, 10-year bonds at face value

3 Land 120 25,000
Buildings 130 67,000
Equipment 140 45,000

Cash 101 137,000
Purchase of plant assets

4 Inventory 106 28,200
Accounts payable 201 28,200

Purchase of supplies on account

5 Supplies expense 602 21,500
Inventory 106 21,500

Supplies used

6 Accounts receivable 104 120,300
Routine services revenue 401 72,180
Ancillary services revenue 402 48,120

Charges to patients for services rendered

7 Cash 101 94,500
Accounts receivable 104 94,500

Collections on patients’ accounts

8 Accounts payable 201 22,600
Cash 101 22,600

Payments on accounts payable
to suppliers

9 Cash 101 13,800
Other operating revenues 406 13,800

Receipt of miscellaneous revenues

10 Salaries and wages expense 601 76,400
Utilities expense 603 12,700
Insurance expense 604 3,600
Repairs expense 605 2,900
Other expenses 610 1,300
Cash 101 96,900

Payments of operating expenses

FIGURE 3.3
Smalltown 

Hospital 20X1
Journal 

Continued
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4. The dollar amounts involved in the transaction are written in the debit
and credit columns on the right side of the journal. Dollar signs ($) are
not necessary in these columns.

5. One line is skipped between journal entries so that each entry is set
apart from the others on the journal page.

Although some accounting may still be done manually in typewritten
or handwritten form, most hospitals employ computerized accounting equip-
ment. What you see in Figure 3.3 in manual form, however, is the same sort
of record made by computerized accounting systems.

Let us quickly examine each of the 12 transaction entries appearing in
Smalltown Hospital’s 20X1 journal:

Entry 
No.
1. The transaction had the effect of increasing the hospital assets

(cash) and increasing the hospital’s net assets. Assets are increased
by debits, and net assets are increased by credits; so, we record a
debit to cash and a credit to hospital net assets.

2. The transaction increased the hospital’s assets (cash) and its liabili-
ties (bonds payable). Assets are increased by debits, and liabilities
are increased by credits; so, we debit cash and credit bonds payable.
(This entry is very similar to entry 11.)

3. The transaction increased three asset categories (land, buildings, and
equipment) and decreased another asset (cash). Assets are increased
by debits and decreased by credits; so, we debit the accounts for
land, buildings, and equipment, and we credit the cash account.

4. The transaction was one in which the hospital acquired an asset
(inventory) and incurred a liability (accounts payable); so, we record
an addition to the hospital assets and an addition to hospital liabilities.

Entry No. Accounts and Explanations Acct. No. Debit Credit
11 Cash 101 12,000

Notes payable 202 12,000
Receipt of short-term, 10% loan
from local bank

12 Interest expense 608 4,300
Cash 101 4,300

Payment of interest as follows:
Interest on bonds $4,000
Interest on bank loan 300
Total $4,300

FIGURE 3.3
(Continued)
Smalltown 
Hospital 20X1
Journal 
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Later, you will see that purchased supplies sometimes may be deb-
ited directly to supplies expense rather than to inventory. For the
present, however, we will debit inventory for purchases of supplies.

5. The transaction decreased an asset (inventory) and increased the
hospital’s expenses (supplies expense). Expenses are increased by
debits; assets are decreased by credits; so, we record the cost of the
supplies used as expense and reduce the inventory.

6. In this summary transaction, hospital services were rendered to patients
who did not pay for the services at the time they were provided.

Revenues earned by the hospital are recognized (recorded) when
services are rendered. The transaction, then, increases the hospital’s
assets and its revenues. Because assets are increased by debits and
revenues are increased by credits, we debit receivables and credit
the appropriate revenue accounts.

7. Collections on patients’ accounts increase cash and decrease
accounts receivable. No revenue is recognized; the revenue to
which these collections relate has already been recorded in entry 6.

8. When supplies were purchased on account (entry 4), accounts
payable were established by a credit. Now, when a portion of
these accounts is paid, accounts payable are debited (decreased)
and cash is credited (decreased). This entry is a decrease in one
account and a decrease in another; the transaction results in no
increase in any account.

9. This transaction entry records the receipt of cash representing rev-
enues collected from miscellaneous operating sources, such as sales
by the hospital cafeteria. Some revenues may be recorded directly in
this manner without using a receivables account.

10. This summary entry records the disbursements made during the
year for various operating expenses. The appropriate expense
accounts are debited, and cash is credited.

In actual practice, however, all hospital disbursements usually are
run through liability accounts. Salaries and wages, for example,
generally require two entries:

Salaries and wages expense $XXX,XXX
Salaries and wages payable $XXX,XXX

Salaries and wages payable $XXX,XXX
Cash $XXX,XXX

This procedure will be introduced later; for now, we will record
expenses directly by debits to expense and credits to cash. We also
are disregarding, at this point, matters such as payroll taxes, prepaid
and accrued expenses, and depreciation.
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11. This entry records the receipt of a short-term (less than one year) loan
from a bank. Cash is debited, and the liability to the bank is established
by the credit. A similar transaction was recorded in entry 2.

Note that neither this entry nor entry 2 gave recognition to
interest, either as a liability or as an expense. The point is that at
the time the bank loan was received and at the time the bonds were
issued, the hospital owed no interest and therefore had no interest
expense. The interest on these obligations is recorded in entry 12.

12. Recall that the hospital issued $50,000 of ten-year, 8 percent bonds
at the beginning of the year. These bonds have been outstanding all
year, so the bond interest expense is $4,000 (8 percent of
$50,000). The bank loan, on the other hand, was obtained on
October 1, 20X1. Because the hospital has had the use of the
bank’s money for only three months (October, November, and
December), the hospital’s interest expense is $300 ($12,000 × 10
percent × 3 months ÷ 12 months).

We are assuming that interest on the bonds and on the bank loan
is paid on December 31, 20X1. So, the entry debits interest expense
and credits cash for $4,300, or $4,000 + $300. If we assume, 
however, that the interest was payable on January 1, 20X2, the
December 31 entry would be as follows:

Interest expense $4,300
Accrued interest payable $4,300

We are not yet ready to consider expense accruals, but this matter
will be considered at a later point in this book.

What the Journal Reveals
Thus, Smalltown Hospital’s 20X1 journal provides a chronological record of
the effects of the year’s transactions on the account classifications set forth in
the hospital’s chart of accounts. It presents an economic history of the hos-
pital’s financial activities for the year.

To assist you in studying the transaction entries in the 20X1 journal of
Smalltown Hospital, a classification of routine transaction entries is provided
in Figure 3.4. Note the following points:

1. Transactions completed by a hospital may be basically classified as either
cash transactions or noncash transactions. If the transaction produces a
cash receipt or requires a cash outlay, it is a cash transaction. All other
transactions, of course, are noncash transactions.

2. If the transaction does not involve a cash inflow or outflow, it may be
(for example) the purchase of supplies on account, a charge to patients
for services rendered, or the use of supplies from the hospital’s inventory.
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Although there are many other types of noncash transactions, these
three are the ones with which you should be most concerned at this
point in your study of accounting.

3. If the transaction is a cash transaction, it is either a cash disbursement
or a cash receipt transaction. This can be determined simply by read-
ing the description of the transaction as given in the text or in end-of-
chapter problems.
a. If the transaction is a cash disbursement, you always make a credit to

cash. Cash disbursements are decreases in cash, an asset. To decrease
an asset, you credit the asset. To determine what is debited, simply
ask yourself, “For what was the money spent?” Was it spent to

Dr. Cr.

Noncash Transaction Entries
1. Purchases of supplies on account:

Inventory X
Accounts payable X

2. Charges to patients for services rendered:
Accounts receivable X

Appropriate revenue accounts X
3. Usage of supplies from inventory:

Supplies expense X
Inventory X

Cash Disbursement Transaction Entries
1. Acquisition of an asset:

Appropriate asset account X
Cash X

2. Elimination of a liability:
Appropriate liability account X

Cash X
3. Payment of an expense:

Appropriate expense account X
Cash X

Cash Receipt Transaction Entries
1. Collections on patients’ accounts:

Cash X
Receivables—patient services X

2. Incurrence of a liability:
Cash X

Appropriate liability account X
3. Receipt of revenue:

Cash X
Appropriate revenue account X

FIGURE 3.4
Classification 

of Routine
Transaction

Entries
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acquire an asset? If so, debit the asset. Was it spent to eliminate or
reduce a liability? If so, debit the appropriate liability account. Was it
spent to pay an expense? If so, debit the appropriate expense account.

Cash disbursement transactions may require a debit to net assets or
to a revenue account, but such transactions are rather unusual. You
need not be concerned with such transactions at this time.

b. If the transaction is identified as a cash receipt, you will always make
a debit to cash. To determine the proper credit, simply ask yourself,
“What was the source of the cash receipt?” Did the cash arise from
collections of patients’ accounts? If so, credit accounts receivable.
Was the cash obtained through the incurrence of a liability, such as
bank loans or bond issues? If so, credit the appropriate liability
account. Does the cash receipt represent revenues provided on a
cash basis—that is, cash received at the time the service is rendered?
If so, credit the appropriate revenue account.

Cash receipt transactions rarely require a credit to expense, but a
credit to net assets sometimes is required, as you have seen in Small-
town Hospital’s first journal entry. Also, hospitals occasionally sell
plant assets that require a credit to land, buildings, or equipment.
Later on, you will be introduced to some of these transactions.

Remember that Figure 3.4 is a classification of routine, regularly
recurring transaction entries only. Such recurring transactions in practice are
recorded in specialized journals that are illustrated in subsequent chapters.
Until then, we will enter all transactions in a general journal. There also are
other kinds of transactions not included in Figure 3.4. And, as mentioned
earlier, entries other than transaction entries are made in journals—for exam-
ple, adjusting entries and closing entries. You will be introduced to nontrans-
action entries shortly.

Ledger

At this point, we have a complete record of the transactions completed by
Smalltown Hospital during 20X1. This record appears in chronological
sequence in the hospital’s journal. The journal, however, does not readily
or directly provide the information needed for the development of 
financial statements. It does not provide individual account balances at the
end of the year. Nowhere in the journal do we find, for example, the
December 31, 20X1, cash balance. In actual practice, a general journal
could consist of hundreds of pages and include perhaps thousands of trans-
action entries. Cash receipt and disbursement entries would appear in
chronological order throughout the pages of the journal, and there would
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be no indication of the year-end cash balance. How, then, do we determine
the December 31, 20X1, balance of cash or any other account in Smalltown
Hospital’s chart of accounts?

Posting Journal Data to the Ledger
To determine year-end account balances, we must transfer the information
recorded in the journal to another accounting record: the ledger. The process
of making this transfer is called posting. By posting to the ledger, the journal-
ized information is summarized according to account classification so that all
recorded increases and decreases in each account are brought together to per-
mit the determination of individual account balances at the end of the year.

A ledger account, as it might appear in actual practice, is illustrated in
Figure 3.5. A single page ordinarily is used for each account. The title and
number of the account appears at the top of the form. Within the form,
columns are provided to indicate the various elements of each posting to the
account as follows: 

1. The date indicated generally is the date as of which the posting is being
made. In other words, in posting the 20X1 journal entries, the postings
to the ledger would be dated December 31, 20X1. Sometimes, how-
ever, the posting date may be the date the transaction occurred, as
shown in Figure 3.5, but we will not do this in subsequent illustrations.

2. The next column may be used for memorandum entries or notations of
supplemental information of value to the accountant. You may disregard
this column for the time being.

3. The Ref. column, for reference (sometimes shown as LF, for leaf folio),
is the posting reference. That means it contains the name of the journal
and the page number of the journal from which the posting is made.
This provides a cross-reference between the ledger and the journal.

4. The next two columns show the dollar amounts of debits and credits
posted from the various journal entries affecting the account. In this
way, all of the increases and decreases in each ledger account (as
recorded in the journal) are brought together on a single page so that
the balance of each account can be determined.

Account Title: Cash Account No.: 101
Date Balance

Mo. Day Year Ref. Dr. Cr. Dr. Cr.
1 1 X1 GJ-1 100,000 100,000
1 2 X1 GJ-1 50,000 150,000
1 3 X1 GJ-1 137,000 13,000

FIGURE 3.5
Ledger Account
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5. The two columns on the far right are used to maintain a running 
balance (debit or credit, as the case may be) of the account. If debit
postings exceed credit postings, the account will have a debit balance,
and vice versa.

The example shown in the ledger account assumes that the account is
the account for cash, account number 101. What you see in this example are
the postings to the cash account of the cash debits and credits from the first
three entries of Smalltown Hospital’s general journal.

The ledger account form used in the remainder of this book, however,
will be the T-account form introduced in the preceding chapter. Figure 3.6
illustrates how we will make postings to these accounts. Notice that no post-
ing dates will be indicated; we will assume that all postings are made on
December 31. Instead of using a journal page number as the posting refer-
ence, we will simply use the journal entry number. And instead of maintain-
ing a running balance in each account, we will not compute an account bal-
ance until all debit and credit postings are made.

(Ledger)

Cash 101
(1)100,000 (3)137,000
(2) 50,000

FIGURE 3.6
Illustration of
Posting 
Procedure

Entry Acct. 
No. Accounts and Explanations No. Dr. Cr.
1 Cash 101 100,000

Hospital net assets 301 100,000
Receipt of initial equity from 
Civic Improvement Committee

2 Cash 101 50,000
Bonds payable 250 50,000

Issue of 8%, 10-year bonds at face value

3 Land 120 25,000
Buildings 130 67,000
Equipment 140 45,000

Cash 101 137,000
Purchase of plant assets
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You should recognize that Figure 3.5 illustrates only the postings of
the cash debits and credits from the first three journal entries. All of the deb-
its and credits in the journal, of course, must be posted to the appropriate
ledger accounts (as will be seen in Figure 3.7 later in this chapter).

Summary of Transaction Recording Process
To summarize, then, the transactions for the period are initially recorded as
transaction entries in the hospital’s journal. Although this provides a neces-
sary chronological record of the transactions, it does not provide the account
balances resulting from those transactions. These end-of-period account bal-
ances are needed to prepare the financial statements. So, the information
recorded in the journal must be rearranged and summarized in such a man-
ner so that these balances can be determined. This is accomplished by post-
ing (transferring) the journal entries to the ledger accounts.

The ledger contains a separate account for each account listed in the
chart of accounts. Because Smalltown Hospital’s chart provides for 43
accounts, the hospital’s ledger consists of 43 accounts. This ledger is referred
to as the general ledger. Just as there are several different kinds of journals,
so too are there several different kinds of ledgers. Ledgers other than the
general ledger are called subsidiary ledgers. Such ledgers include the accounts
receivable subsidiary ledger (or “patients’ ledger”), the accounts payable
ledger, the plant assets subsidiary ledger, and others. Subsidiary ledgers are
discussed later, but for now we are concerned only with the general ledger.

Although you may have some difficulty at first with the journalizing of
transactions in journals, you should have little trouble with postings to the
ledger accounts. Posting is simply a matter of copying the journal debits and
credits into the ledger accounts. If the journal indicates a cash debit, you
debit the cash account in the ledger; if the journal indicates a credit to hos-
pital net assets, you post a credit to the ledger account for hospital net assets.
This procedure is easily learned. Be sure, however, that you post all debits
and credits from the journal to the ledger; take care not to overlook any post-
ings. And, unless you are attentive, you may find yourself posting debits as
credits and credits as debits. If you do this, your ledger will not balance.

Figure 3.7 shows Smalltown Hospital’s ledger after all postings of the
12 transaction entries have been made. It may be helpful for you to trace all
of these postings from the hospital’s journal (see Figure 3.3) to the ledger
accounts. Notice in Figure 3.7 that where an account has more than a single
posting and the account balance is not obvious, account balances at year-end
have been determined. This was done by totaling the debits in the account,
totaling the credits in the account, and computing the difference between the
two totals. This difference, either a debit or a credit, is shown as the account
balance, labeled (B). If it is a debit balance, it is shown on the left side of the
account; credit balances are shown on the right side.
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Only one posting appears in many of the ledger accounts because of
the fact that the illustration is simplified. In actual practice, most ledger
accounts have multiple postings. If, for example, the hospital pays salaries and
wages to its employees on a monthly basis, the salaries and wages expense
account contains 12 postings per year. We also have assumed annual postings
to the ledger accounts, whereas general ledger postings are made monthly in
actual practice. So do not be misled by the illustration; in an actual hospital,

Accounts
Cash 101 Receivable 104 Inventory 106

(1) 10,000 (3) 137,000 (6) 120,300 (7) 94,500 (4) 28,200 (5) 21,500
(2) 50,000 (8) 22,600 (B) 25,800 (B) 6,700
(7) 94,500 (10) 96,900
(9) 13,800 (12) 4,300
(11)12,000
(B) 9,500

Land 120 Buildings 130 Equipment 140
(3)25,000 (3) 67,000 (3) 45,000

Accounts Notes Bonds
Payable 201 Payable 202 Payable 250

(8)22,600 (4) 28,200 (11) 12,000 (2) 50,000
(B) 5,600

Hospital Revenue and Expense Routine Services
Nest Assets 301 Summary 302 Revenue 401

(1) 100,000 (6) 72,180

Ancillary Services Other Operating Salaries and Wages
Revenue 402 Revenues 406 Expense 601

(6) 48,120 (9) 13,800 (10)76,400

Supplies Utilities Insurance
Expense 602 Expense 603 Expense 604

(5)21,500 (10) 12,700 (10) 3,600

Repairs Interest Other
Expense 605 Expense 608 Expenses 610

(10)2,900 (12) 4,300 (10) 1,300

FIGURE 3.7
Smalltown 
Hospital 20X1
Ledger
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there typically is a considerable amount of activity in each ledger account.
One more point should be made with respect to Smalltown Hospital’s

ledger. You probably have noticed the revenue and expense income summary
account (account number 302), wondering how and when it is used. The
summary account is employed in the process of closing the books, a proce-
dure that is discussed in Chapter 4. You need not be concerned about this
account until then.

Trial Balance

At this point in Smalltown Hospital’s accounting process, it would be interest-
ing to determine whether the hospital’s ledger is in balance. It should be in bal-
ance if we have made equal debits and credits in the journal, if we have posted
these debits and credits correctly to the ledger accounts, and if we have made
no mathematical errors in computing the balance of each account in the ledger.
To ascertain whether the ledger is in balance, we can prepare a trial balance, as
shown in Figure 3.8. The trial balance is a listing of all of the accounts in the
ledger, with their debit or credit balances at the end of the year (or other
period). The sequence in which the accounts are listed is the same as the
sequence in which they appear in the ledger and in the chart of accounts.

Observe that the trial balance indicates that the Smalltown Hospital
ledger is in balance. The debit balances total $301,700, as do the credit bal-
ances. A warning, however, is in order: The fact that the trial balance shows
an equality of debit and credit balances is no guarantee that the dollar
amounts are accurate. If the documentary evidence is incorrect or misinter-
preted, the trial balance data will be incorrect. If debits and credits were made
to the wrong accounts in the journal or ledger, the trial balance will include
incorrect amounts. Thus, the trial balance is only a partial check on the accu-
racy of the accounting work of the period. Should the trial balance not bal-
ance, however, we know that an error has been made somewhere in the jour-
nal or ledger, or in the trial balance itself.

Smalltown Hospital’s December 31, 20X1, trial balance is the starting
point for the next chapter. In that chapter, we will use the trial balance fig-
ures to prepare a set of annual financial statements. Chapter 4 also illustrates
and discusses the use of worksheets, and it describes and explains the process
known as closing the books.

Questions

Q3.1. Why is documentary evidence essential to the accounting process?
Q3.2. What is the purpose of a chart of accounts? What factors influence 

the design of a hospital’s chart of accounts?
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Q3.3. Distinguish between a chart of accounts and a ledger.
Q3.4. How does a chart of accounts differ from a trial balance?
Q3.5. Why are numerical codes assigned to the accounts in a chart of 

accounts? Are these codes identical in all hospitals?
Q3.6. Define each of the following terms: (1) journal, (2) journalizing, 

and (3) journal entry.
Q3.7. What are the five essential elements of a journal entry?
Q3.8. In recording cash receipt transactions in the journal, debits are 

made to cash. What types of accounts generally would be credited?
Q3.9. In recording cash disbursement transactions in the journal, credits 

are made to cash. What types of accounts generally would be debited?
Q3.10. What is the purpose of posting journal entries to ledger accounts?
Q3.11. What are the five essential elements of a posting to a ledger account?
Q3.12. Distinguish between general and subsidiary ledgers. Give two 

examples of a subsidiary ledger.
Q3.13. What is the purpose of a trial balance?
Q3.14. “If a trial balance indicates an equality of debit and credit balances, 

this indicates that the journal and ledger are free of errors.” Do you
agree or disagree? Explain your answer.

Acct.
No. Account Titles Dr. Cr.

101 Cash $    9,500
104 Accounts receivable 25,800
106 Inventory 6,700
120 Land 25,000
130 Buildings 67,000
140 Equipment 45,000
201 Accounts payable $   5,600
202 Notes payable 12,000
250 Bonds payable 50,000
301 Hospital net assets 100,000
302 Revenue and expense income summary
401 Routine services revenue 72,180
402 Ancillary services revenue 48,120
406 Other operating revenues 13,800
601 Salaries and wages expense 76,400
602 Supplies expense 21,500
603 Utilities expense 12,700
604 Insurance expense 3,600
605 Repairs expense 2,900
608 Interest expense 4,300
610 Other expenses 1,300
Totals $301,700 $301,700

FIGURE 3.8 
Smalltown
Hospital Trial
Balance,
December 31,
20X1
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Q3.15. “The ledger contains a separate account for each account in the 
hospital’s chart of accounts. That is, if the chart of accounts 
contains 150 accounts, there will be 150 accounts in the ledger.” 
Do you agree or disagree? Explain your answer.

Q3.16. In what sequence are accounts listed in the ledger? In a trial balance?

Exercises

E3.1. Select the best answer for each of the following five multiple-choice 
questions.

1. The process of recording transactions in a journal is called
a. Journalizing,
b. Posting,
c. Preparation of a trial balance, or
d. Closing the books.

2. The process of transferring recorded information in the journal 
to the ledger is called
a. Journalizing,
b. Posting,
c. Accumulating, or
d. Reporting.

3. A chart of accounts is
a. A listing of the accounts of a hospital with the account 

balances at the beginning of the fiscal year,
b. A listing of the accounts of a hospital with the account 

balances at the end of the fiscal year,
c. A listing of the accounts that will be used in recording and 

classifying the transactions of a hospital, or
d. A diagram indicating the organizational structure of the hospital.

4. A trial balance is
a. A listing of the accounts of a hospital with the account 

balances at a specified date;
b. An accounting form that presents only the revenues and 

expenses of the hospital for a given period;
c. An accounting form that presents only the assets, liabilities, 

and net assets of a hospital at a given point in time; or
d. The balance of a particular ledger account the first time you 

attempt to compute it.
5. An accounting record that presents the transactions of the 

hospital in chronological order is
a. A journal,
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b. A ledger,
c. A trial balance, or
d. A statement of operations and a balance sheet.

E3.2. Compass Hospital provides you with the following information:

Accounts receivable, December 31, 20X1 $ 150,000
Accounts receivable, December 31, 20X2 175,000
Collections on patients’ accounts during 20X2 825,000

Required: What was the amount of charges to patients for services 
rendered to them in 20X2?

E3.3. Catspaw Hospital provides you with the following information:

Accounts payable, December 31, 20X2 $  45,000
Purchases of supplies on account during 20X2 316,000
Payments on accounts payable during 20X2 301,000

Required: What was the balance of accounts payable at 
December 31, 20X1?

E3.4. Contrail Hospital provides you with the following information:

Inventory, December 31, 20X1 $ 57,000
Inventory, December 31, 20X2 60,000
Cost of supplies purchased during 20X2 437,000

Required: What was the cost of supplies used during 20X2?

E3.5. Convex Hospital provides you with the following information:

Cost of supplies used during 20X2 $855,000
Accounts payable, December 31, 20X1 200,000
Accounts payable, December 31, 20X2 246,000
Inventory, December 31, 20X1 191,000
Inventory, December 31, 20X2 100,000

Required: What was the total amount paid on accounts payable 
during 20X2?

Problems

P3.1. Cupfull Hospital completed the following transactions during the 
month of October 20X1:

1. New equipment was purchased for $16,000 cash.
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2. Supplies were purchased on account for $36,400.
3. Supplies that had cost $31,200 were issued from inventory 

for use in hospital activities.
4. Payments on accounts payable were $34,700.
5. Services rendered to patients during the month were billed 

as follows:

Routine services $ 84,300
Ancillary services 47,900
Total $ 132,200

6. Collections on patients’ accounts totaled $105,750.
7. Other revenues collected in cash amounted to $13,600.
8. Operating expenses were paid as follows:

Salaries and wages $ 82,400
Utilities 8,700
Insurance 2,900
Repairs 1,600
Other expenses 7,300
Total $ 102,900

9. A short-term, 9 percent loan of $15,000 was obtained from a
local bank (disregard interest).

Required: Using the chart of accounts provided in Figure 3.1, pre-
pare, in good form, general journal entries for each of the preceding
transactions.

P3.2. Capstone Hospital began its corporate existence on January 1, 20X1.
During the ensuing year, it completed the following transactions:

1. The hospital received initial capital of $250,000 from a fund-
raising committee established by the citizens of Capstone. This
money was deposited in a bank checking account opened in the
name of Capstone Hospital.

2. The hospital issued $150,000 of 6 percent, ten-year bonds at face
value. Interest on these bonds is payable annually on December 31.

3. Plant assets were purchased for cash, as follows:

Land $ 35,000
Buildings 200,000
Equipment 125,000
Total $360,000

4. Purchases of supplies on account totaled $37,500.
5. Supplies that had cost $32,000 were issued from inventory for
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use in hospital activities.
6.Services were billed to patients as follows:

Routine services $  91,000
Ancillary services 56,700
Total $147,700

7.Cash collections on patients’ accounts amounted to $121,600.
8.Payments on accounts payable totaled $24,900.
9.Other revenues received in cash amounted to $9,350.

10.Payments of operating expenses were as follows:

Salaries and wages $ 79,250
Utilities 11,600
Insurance 4,200
Repairs 3,100
Other expenses 2,300
Total $100,450

11.A short-term, 12 percent loan of $20,000 was obtained from a
local bank.

12.On December 31, the following expense was paid:

Interest on bonds $ 9,000
Interest on bank loan 600
Total $ 9,600

Required: Using chart of accounts provided in Figure 3.1, (1) jour-
nalize the 20X1 transactions, (2) post the transaction entries to the
general ledger, (3) prepare a trial balance at December 31, 20X1,
(4) prepare a statement of operations for 20X1, and (5) prepare a
balance sheet at December 31, 20X1.

P3.3. Cocktail Hospital’s trial balance at January 1, 20X1, includes the 
following accounts:

Cash $  10,500
Accounts receivable 24,800
Inventory 5,700
Land 19,000
Buildings 73,000
Equipment 27,000
Accounts payable $    6,600
Short-term notes and loans 

payable—banks 15,000
Bonds payable 60,000
Hospital net assets 78,400

$160,000 $160,000
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The hospital completed the following transactions during the 
month ended January 31, 20X1:

1. Purchases of supplies on account were $4,900.
2. Supplies that had cost $5,200 were issued from inventory for

use in hospital activities.
3. Services billed to patients were as follows:

Routine services $  40,800
Ancillary services 31,600
Total $  72,400

4. Cash collections on patients’ accounts were $59,100.
5. Payments on accounts payable totaled $5,070.
6. Other revenues received in cash amounted to $7,300.
7. Operating expenses included these payments:

Salaries and wages $  53,200
Utilities 1,900
Insurance 1,200
Repairs 1,100
Other expenses 600
Total $  58,000

8. Payment of interest on bonds and bank loan totaled $870.

Required: Using the chart of accounts provided in Figure 3.1, (1)
enter the January 1, 20X1, balances in ledger accounts, (2) jour-
nalize the January 20X1 transactions, (3) post the transaction
entries to the ledger accounts, (4) prepare a trial balance at January
31, 20X1, (5) prepare a statement of operations for January 20X1,
and (6) prepare a balance sheet at January 31, 20X1.

P3.4. Copper Hospital’s trial balance at November 30, 20X2, which 
includes data accumulated since December 31, 20X1, is as follows:

Cash $ 14,700
Accounts receivable 34,900
Inventory 7,400
Land 30,000
Buildings 200,000
Equipment 105,000
Accounts payable $ 11,200
Notes payable 25,000
Bonds payable 75,000
Hospital net assets 274,300
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Routine services revenue 85,800
Ancillary services revenue 31,300
Other operating revenues 9,400
Salaries and wages expense 95,000
Supplies expense 13,000
Utilities expense 3,600
Insurance expense 1,200
Repairs expense 1,700
Interest expense 4,500
Other expenses 1,000

$512,000 $512,000

The hospital completed the following transactions during the 
month of December 20X2:

1. Purchases of supplies on account amounted to $2,300.
2. Supplies that had cost $1,100 were issued from inventory for

use in hospital activities.
3. Payments on accounts payable totaled $3,060.
4. Services billed to patients were as follows:

Routine services $   9,300
Ancillary services 6,070
Total $  15,370

5. Cash collections on patients’ accounts totaled $16,140.
6. Other revenues received in cash totaled $980.
7. Payments of operating expenses included the following:

Salaries and wages $    9,100
Utilities 300
Insurance 150
Repairs 240
Other expenses 80
Total $  9,870

8. Payment of interest on bonds and bank loan amounted to $850.

Required: Using the chart of accounts provided in Figure 3.1, (1)
enter the November 30, 20X1, balances in ledger accounts, (2) jour-
nalize the December 20X1 transactions, (3) post the transaction
entries to the ledger accounts, (4) prepare a trial balance at Decem-
ber 31, 20X1, (5) prepare a statement of operations for the year
ended December 31, 20X1, and (6) prepare a balance sheet at
December 31, 20X1.
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4
CHAPTER

WORKSHEETS, FINANCIAL STATEMENTS,
AND CLOSING ENTRIES

In the previous chapter, you had an opportunity to examine three of the
initial steps in the accounting process: recording transaction entries in a
general journal, posting these entries to a general ledger, and preparing a

trial balance. The discussion centered around the business transactions com-
pleted by the hypothetical Smalltown Hospital during 20X1, the first year of
that hospital’s economic life. That illustration continues in this chapter as we
explore worksheets, financial statements, and closing entries.

This chapter illustrates a simplified version of the worksheets (or, as
they are sometimes called, working papers) widely used by accountants as a
device to facilitate the preparation of financial statements. The worksheet you
develop will lead to an illustration and discussion of Smalltown Hospital’s
20X1 statement of operations and December 31, 20X1, balance sheet. The
last section of this chapter describes and demonstrates the procedures per-
formed to close the books for Smalltown Hospital.

The General Worksheet

After transaction entries have been journalized and posted, a trial balance
is prepared of the ledger account balances. Financial statements may be
prepared directly from the trial balance listing of accounts. In most cases,
where a large number of accounts are involved, the development of the
financial statements can be facilitated by the preparation of a general
worksheet. A major purpose of the worksheet is to classify and segregate
the trial balance figures according to the financial statements in which they
will be presented. Other purposes of the worksheet will be shown in sub-
sequent chapters. In addition, later chapters will introduce you to special-
purpose worksheets.

A worksheet to develop financial statements for 20X1 for Smalltown
Hospital is illustrated in Figure 4.1. Note the following points:

1. The trial balance at December 31, 20X1, is entered on the left side,
with the dollar amounts being shown in the first two columns. This is
the same trial balance that was developed in the preceding chapter and
illustrated in Figure 3.8.
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2. Next, the individual balances in the trial balance are extended to the
appropriate financial statement columns. Debit balances are extended as
debits, and credit balances are extended as credits, as follows:
a. Assets and liabilities account balances are extended into the balance

sheet section.
b. The trial balance figure for hospital net assets is extended into the

net assets statement section. This statement will be discussed in the
next part of this chapter.

c. Revenue and expense account balances are extended into the state-
ment of operations section of the worksheet.

d. The income summary account has no balance and can be disre-
garded in the preparation of the worksheet. The summary account is
used only in the process of closing the books.
In this way, the individual trial balance items are categorized or

assembled into groups according to the financial statements in which
the items will be presented.

3. Totals now are taken of the debits and credits in the statement of
operations section; debits total $122,700, and credits total $134,100.
Because the debits are expenses and the credits are revenues, the dif-
ference ($11,400) is the 20X1 excess of revenues over expenses. The
excess of revenues over expenses figure ($11,400) is shown in the
statement of operations section as a debit simply to balance the
columns at $134,100. In addition, the $11,400 excess of revenues
over expenses is extended as a credit to the net assets statement 
section of the worksheet.

4. Then, totals are taken of the debits (none) and credits in the net
assets statement section. In certain situations, there could be debits
to the net assets statement, but you need not be concerned with that
possibility at this time. The credits to the net assets statement include
the $100,000 of hospital net assets on January 1, 20X1, and the
$11,400 excess of revenues over expenses for 20X1. This credit total
of $111,400 is the amount of the hospital net assets on December
31, 20X1. The $111,400 figure is entered in the net assets statement
section as a debit simply to balance the columns; the figure also is
extended to the balance sheet section as a credit item.

5. A final step in completion of the worksheet is totaling the debits and
credits in the balance sheet section. Notice that these columns balance
with totals of $179,000.

Thus, a primary function of the worksheet is to assemble the account
balances in financial statement groupings. This, of course, facilitates prepara-
tion of the formal financial statements.



HFMA’s Introduction to Hospital  Accounting80

Financial Statements

The assembled data provided by the worksheet can now be used in the prepa-
ration of 20X1 financial statements for Smalltown Hospital. These statements,
in the order in which they usually are prepared, are as follows:

1. A statement of operations for the year ended December 31, 20X1, 
illustrated in Figure 4.2;

2. A balance sheet at December 31, 20X1, illustrated in Figure 4.3; and
3. A statement of hospital net assets for the year ended December 31, 20X1,

illustrated in Figure 4.4.

As previously stated, financial statements are the final product of the
accounting process. They are the means by which financial information is
communicated to hospital management and interested external parties for
use in making economic decisions.

Statement of Operations
The heading of the statement of operations (see Figure 4.2) identifies the
accounting entity as Smalltown Hospital, indicates that the statement is a
statement of operations, and specifies the time period covered by the state-
ment as being the year ended December 31, 20X1. This statement presents
the operating results of the hospital for 20X1 in terms of revenues earned and
expenses incurred. The result of operations, measured as the difference
between operating revenues earned and operating expenses incurred, is the
operating income. Adding nonoperating income (typically interest on long-
term investments minus an investment fee) produces the bottom line to the
statement of operations called the excess of revenues over expenses (or net
profit, or net loss, in some cases).

Smalltown Hospital’s statement of operations has been prepared in accor-
dance with GAAP in that operating revenue is shown net of deductions and
in accordance with the accrual basis of accounting. Under this basis of
accounting, revenues are recognized and recorded in the time period in
which they are earned by the hospital in rendering services and selling prod-
ucts to patients and others, regardless of when (if ever) the related inflow of
cash occurs. Expenses are recognized and recorded in the time period in
which they are incurred or consumed in revenue-producing activities of the
hospital, regardless of when (if ever) the related outflow of cash occurs. The
accrual basis is a GAAP that must be employed by all hospitals.

The alternative to the accrual system is the cash basis of accounting.
In this system of accounting, revenues are recognized and recorded in the
time period in which they are received in cash; expenses are recognized and
recorded in the time period in which they are paid in cash. A statement of

Accrual Versus
Cash Basis
Accounting



Chapter  Four:  Worksheets ,  F inancia l  Statements ,  and C los ing  Entr ies 81

operations prepared on a cash basis, then, is little more than a statement of
cash receipts and cash disbursements (and an incomplete statement at that,
because not all cash receipts are revenues and not all disbursements are
expenses). Thus, the cash basis of accounting is not appropriate for hospitals
or, for that matter, most other enterprises for external reporting purposes.

Smalltown Hospital’s statement of operations, then, is a statement of
revenues earned and expenses incurred during 20X1. It is not a statement of
cash received and disbursed. The term “revenue” does not mean cash receipts,
nor is the term “expense” synonymous with cash disbursements. Notice, for
example, that the statement of operations of Smalltown Hospital, as shown in
Figure 4.2, reports $120,300 of revenues earned from patient services. How
much of this amount has been received in cash? Having seen the 20X1 trans-
actions in Chapter 3, you know that only $94,500 was collected during the
year on patients’ accounts. And where is the other $25,800? It is presented in
the balance sheet as “Receivables—patient services” (see Figure 4.3). Thus,
$120,300 of patient services were rendered by Smalltown Hospital during
20X1, and this is the amount reported as revenues for the year, although
$25,800 of that amount will not be collected until 20X2.

Net patient services revenues:
Routine services $72,180
Ancillary services 48,120

Total net patient services revenues 120,300

Other operating revenues 13,800

Total operating revenues $134,100
Less operating expenses:

Salaries and wages 76,400
Supplies 21,500
Utilities 12,700
Insurance 3,600
Repairs 2,900
Interest 4,300
Other 1,300

Total operating expenses 122,700

Operating income 11,400
Nonoperating income -0-

Excess of revenues over expenses $  11,400

FIGURE 4.2
Smalltown 
Hospital 
Statement of
Operations,
Year Ended
December 31,
20X1
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Or consider the $21,500 supplies expense item in the statement of
operations of Smalltown Hospital (see Figure 4.2). Is this the amount of sup-
plies purchased and paid for during 20X1? No! Having worked with the
20X1 transactions in Chapter 3, you know that $28,200 of supplies were
purchased on account during the year and that cash payments of only
$22,600 were made to the suppliers of these items. The statement of opera-
tions of the year is charged only for the cost of supplies consumed in activi-
ties of the period. As a result of this accrual basis accounting, the balance
sheet shown in Figure 4.3 reports a $6,700 inventory and $5,600 of
accounts payable to suppliers. These items would not appear in the balance
sheet if cash basis accounting were employed.

The excess of revenues over expenses is not directly linked to cash balance in
the short run. This means that there is no necessary short-run relationship
between reported excess of revenues over expenses and the change in the
cash balance during the year. Smalltown Hospital begins the year with
$100,000 of cash but ends the year with a cash balance of only $9,500. Thus,
in a year when an $11,400 excess of revenues over expenses is reported, the

Assets
Cash $  9,500
Receivables—patient services 25,800
Inventory 6,700

Total current assets $ 42,000

Land 25,000
Buildings and building improvements 67,000
Fixed equipment 45,000

Total noncurrent assets 137,000

Total assets $179,000

Liabilities and Net Assets
Accounts payable $ 5,600
Short-term notes and loans payable—banks 12,000
Total current liabilities $  17,600
Noncurrent liabilities 50,000

Total liabilities 67,600
Hospital net assets 111,400

Total liabilities and net assets $179,000

FIGURE 4.3
Smalltown 

Hospital 
Balance Sheet,
December 31,

20X1

Relationship
to Other

Financial
Statements
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cash balance decreases by more than $90,000. Do not get the idea, therefore,
that the statement of operations is a presentation of cash flows.

Cash flows, however, are vitally important in the management of a
hospital. In addition to statements of operations and balance sheets, account-
ants also prepare statements of cash flows (cash receipts and disbursements)
for internal management and external reporting purposes. A discussion of
such statements will appear later in this book.

You should understand that the two-column format in which the
statement of operations is presented in Figure 4.2 in no way implies a debit
and credit relationship. The left column is not necessarily a debit column, nor
is the right column is not necessarily a credit column. There are no debit or
credit columns in financial statements. The number of columns employed is
only a matter of presentation (display) style. The statement of operations, for
example, could be formatted in a single column.

Statement of Net Assets
A statement of hospital net assets for the year ended December 31, 20X1, is
illustrated for Smalltown Hospital in Figure 4.4. The statement begins with
the net assets figure at January 1. To this figure, we add the 20X1 excess of
revenues over expenses as indicated by the statement of operations. (If a net
loss had been reported, the net loss would be subtracted from the January 1
net assets balance.) The resulting amount is the amount of hospital net assets
at December 31. This dollar amount, of course, is the net assets balance to
be reported in the December 31, 20X1, balance sheet.

For the present purpose, assume that the hospital’s net assets are
affected (changed) only by the excess of revenues over expenses of the
period. Later in the book, you will see, however, that the hospital net assets
balance is increased and decreased by other factors. When these factors are
introduced, a more realistic net assets statement will be illustrated.

The net assets statement provides a connection between the statement of
operations and the balance sheet. It also explains the change in the net assets
balance from one balance sheet to the next. It is an essential financial 
statement, one that all hospitals should prepare and include in their annual
financial reports.

Hospital net assets, January 1* $100,000
Add excess of revenues over expenses for the year 11,400
Hospital net assets, December 31 $ 111,400

*This represents the contribution of initial net asset funds received on January 1, 20X1, from Smalltown’s Civic
Improvement Committee, when the hospital began its operations.

FIGURE 4.4
Smalltown 
Hospital 
Statement of
Hospital Net
Assets, Year
Ended
December 31,
20X1

Relationship
to Other 
Financial
Statements
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Balance Sheet
Smalltown Hospital’s December 31, 20X1, balance sheet is illustrated in 
Figure 4.3. Notice that the heading provides the name of the accounting entity,
the name of the statement, and the date of the statement. Unlike the dating of
the statement of operations and net assets statement, the dating of the balance
sheet specifies a particular point in time. The information in the balance sheet
applies only to the financial position of the hospital at the “close of business”
on December 31, 20X1. Most of the balance sheet figures were different on
the preceding day and will also be different on the next day. The balance sheet
is somewhat like a photographic snapshot, whereas the income and net assets
statements are more like moving pictures covering a period of time.

The financial position of Smalltown Hospital is presented in terms of its
assets, liabilities, and net assets on December 31, 20X1. Assets are the eco-
nomic resources of the hospital that are recognized and measured in con-
formity with GAAP. Liabilities are the economic obligations of the hospital
that are recognized and measured in conformity with GAAP. Net assets—
sometimes called equity, fund balance, capital, or net worth—are the excess
of assets over liabilities. Because most of the assets are reported in the balance
sheet at cost rather than at what they are “worth,” the use of the term net
worth can be misleading. So, this book uses the term net assets, which is the
common not-for-profit term.

Smalltown Hospital’s assets are listed in the sequence usually seen in actual
practice. The assets are classified into two main groups: current assets and
noncurrent assets (which, in this situation, consist only of plant assets). The
current assets consist of cash plus those other assets that are likely to be con-
verted into cash within a short period (one year or less). Normally, the plant
assets are reduced by depreciation, but for simplicity we are disregarding the
matter of depreciation for the time being.

Smalltown Hospital’s liabilities and net assets also are listed in the usual
sequence. Like the assets, the liabilities are classified into two major cate-
gories: current liabilities and noncurrent (or long-term) liabilities. The cur-
rent liabilities consist of debts that ordinarily are paid within a short time
(one year or less). In this example, the noncurrent liabilities comprise a sin-
gle item: the 8 percent bonds due in nine more years. A total of liabilities is
obtained, and to it is added the hospital net assets balance as reported in the
net assets statement. Then, of course, you see that total assets equal the total
of liabilities and net assets (the accounting equation).

As this book proceeds, you will develop more sophisticated financial
statements. Many additional accounts will be introduced into the statements,
and the impact of net assets accounting and responsibility accounting on the

Elements 
of Financial

Position

Current and
Noncurrent

Assets

Current and
Noncurrent

Liabilities
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statements will be described. We will also describe in more depth problems
of terminology, classification, valuation, and disclosure. The subject of financial
analysis and interpretation also is covered in subsequent chapters.

Closing the Books

Once the financial statements are prepared, the accountant can proceed to
the last step in the accounting process. This procedure is known as closing
the books. It consists of the closing of revenue and expense accounts in the
hospital’s ledger and the adjustment of the hospital net assets to the balance
at which they are stated in the year-end balance sheet. The balances of 
revenue and expense accounts in Smalltown Hospital’s ledger relate only to
the 20X1 year. These balances therefore must be eliminated to prepare the
ledger for the next accounting period and to avoid the commingling of 
revenue and expense balances of one year with those of the next year.

Real and Nominal Accounts
Balance sheet accounts, referred to as real (permanent) accounts, are not
closed. The balances of these accounts—assets, liabilities, and net assets—are
carried over into the next year as the opening balances for that year. The
accounts to be closed are the statement of operations accounts, often called
nominal (temporary) accounts. Thus, all revenue and expense account 
balances are closed; these accounts begin the next year with zero balances.

Closing Entries
A closing of the books is accomplished by making what are called closing
entries in the hospital’s journal and by posting these entries to the ledger
accounts. Figure 4.5 presents the closing entries for Smalltown Hospital
for 20X1.

The first closing entry is one to eliminate the revenue account balances.
Recall that all revenue accounts have credit balances. The closing entry, there-
fore, debits each revenue account for its credit balance as shown in the hospital’s
ledger. A credit is made in this entry to the income summary account for the
total revenues of the period. This credit balances the entry (entry number 13).

A second closing entry is made to remove the expense account bal-
ances from the ledger. Because the expense accounts have debit balances, this
entry credits each of the expense accounts for its debit balance. The total of
these credits (total expenses for the period) is debited to the income sum-
mary. This is entry 14.

The third and last closing entry (number 15) is one to close the 
revenue and expense summary account and to add the excess of revenues
over expenses for 20X1 to the hospital net assets account (while the account
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always carries the title “excess,” the amount could in fact be a deficiency of
revenues over expenses, in which case the number would be a loss represented
by a negative number). Because the revenue and expense summary account
has been debited (entry 14) for total expenses and credited (entry 13) for total
revenues, that account now has a credit balance in the amount of the excess
of revenues over expenses for the period. The debit to the summary account
in entry 15 for the excess of revenues over expenses therefore will close that
account. If the hospital had a loss for the period, of course, the debit and
credit in this entry would be reversed.

The posting of these three closing entries from Smalltown Hospital’s
journal to its ledger accounts is shown in Figure 4.6. It is suggested that you
trace the individual postings into the ledger. They are referenced as numbers
13, 14, and 15. Notice also that the closing of the revenue accounts, expense
accounts, and the income summary account is indicated in the ledger by the
“double-ruling” of the individual accounts.

Starting the Next Year’s Books
Smalltown Hospital’s ledger now contains balance sheet accounts only; all
other accounts have been closed. These remaining ledger balances are left open

Entry Acct.
No. Accounts and Explanations No. Dr. Cr.

13 Routine services revenue 401 72,180
Ancillary services revenue 402 48,120
Other operating revenues 406 13,800

Revenue and expense summary 302 134,100
To close revenue accounts

14 Revenue and expense summary 302 122,700
Salaries and wages expense 601 76,400
Supplies expense 602 21,500
Utilities expense 603 12,700
Insurance expense 604 3,600
Repairs expense 605 2,900
Interest expense 608 4,300
Other expenses 610 1,300

To close expense accounts

15 Revenue and expense summary 302 11,400
Hospital net assets 301 11,400

To close revenue and expense 
summary account, and to add excess 
of revenues over expenses for 20X1 
to the hospital net assets

FIGURE 4.5
Smalltown 

Hospital 20X1
Journal Closing

Entries
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to become the beginning ledger balances of the ensuing year. None of the rev-
enue or expense accounts have balances, so these accounts are ready to receive
postings of the next year’s revenues and expenses. In this way, the revenues and
expenses of one year are not commingled with the revenues and expenses of
the next year. This aids the measurement of operating income for each year.

Accounts
Cash 101 Receivable 104 Inventory 106

(1)100,000 (3) 137,000 (6) 120,300 (7) 94,500 (4) 28,200 (5) 21,500
(2)50,000 (8) 22,600 (B) 25,800 (B) 6,700
(7)94,500 (10) 96,900
(9)13,800 (12) 4,300
(11)12,000
(B) 9,500

Land 120 Buildings 130 Equipment 140
(3)25,000 (3) 67,000 (3) 45,000

Accounts Notes Bonds
Payable 201 Payable 202 Payable 250

(8)22,600 (4) 28,200 (11) 12,000 (2) 50,000
(B) 5,600

Hospital Revenue and Expense Routine Services
Net Assets 301 Summary 302 Revenue 401

(1) 100,000 (14)122,700 (13)134,100 (13) 72,180 (6) 72,180
(15) 11,400 (15) 11,400
(B) 111,400

Ancillary Services Other Operating Salaries and Wages
Revenue 402 Revenues 406 Expense 601

(13)48,120 (6) 48,120 (13) 13,800 (9) 13,800 (10)76,400 (14)76,400

Supplies Utilities Insurance
Expense 602 Expense 603 Expense 604

(5)21,500 (14) 21,500 (10) 12,700 (14) 12,700 (10) 3,600 (14) 3,600

Repairs Interest Other
Expense 605 Expense 608 Expenses 610

(10)2,900 (14) 2,900 (12) 4,300 (14) 4,300 (10) 1,300 (14) 1,300

FIGURE 4.6 
Smalltown 
Hospital 20X1
Ledger 
(with Closing
Entries)
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Checking Whether the Accounts Balance
At this point, another trial balance may be taken of the ledger to determine
whether the accounts are in balance after the books are closed. This trial balance
is called a postclosing trial balance; the trial balance illustrated in Chapter 3
as Figure 3.8 is referred to as a preclosing trial balance. A postclosing trial
balance for Smalltown Hospital is presented in Figure 4.7. Notice that it con-
tains balance sheet account balances only. These are the account balances
with which Smalltown Hospital will begin 20X2.

Summary of the Accounting Procedure

It should be useful at this time to present a summary of the operations we
have covered so far. All of the procedures or operations performed during the
annual accounting period are together called the accounting cycle. The steps
in this cycle discussed and illustrated up to this point are summarized in the
diagram in Figure 4.8.

Assuming the existence of documentary evidences of transactions and a
well-designed chart of accounts, the steps in the accounting cycle are as follows:

Acct.
No. Account Titles Dr. Cr.

101 Cash $    9,500
104 Accounts receivable 25,800
106 Inventory 6,700
120 Land 25,000
130 Buildings 67,000
140 Equipment 45,000
201 Accounts payable $   5,600
202 Notes payable 12,000
250 Bonds payable 50,000
301 Hospital net assets 111,400
302 Revenue and expense summary
401 Routine services revenue
402 Ancillary services revenue
406 Other operating revenues
601 Salaries and wages expense
602 Supplies expense
603 Utilities expense
604 Insurance expense
605 Repairs expense
608 Interest expense
610 Other expenses

Totals $179,000 $179,000

FIGURE 4.7 
Smalltown 

Hospital 
Postclosing

Trial 
Balance, 

December 31,
20X1
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1. Journalize transaction entries in the journal.
2. Post transaction entries from the journal to the ledger and determine

individual account balances.
3. Enter the preclosing trial balance on a worksheet and complete the

worksheet.
4. Prepare financial statements from the information provided on the

worksheet.
5. Journalize closing entries in the journal.
6. Post closing entries from the journal to the ledger.
7. Prepare a postclosing trial balance of the account balances now remain-

ing in the ledger.

FIGURE 4.8
Summary of the
Accounting
Procedure

Documentary
evidence

Transaction
entries

JOURNAL

LEDGER

Chart
of accounts

Closing
entries

Postclosing
trial balance

(1)

Worksheet

(3)

(7)

Statement of
net assets

(4)

Statement of
operations

Balance sheet

(2) (6)

(5)
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There are, however, additional steps involved in a complete accounting
cycle. One of these additional steps is the journalizing and posting of another
kind of journal entry called the adjusting entry. This procedure, often a matter
of considerable difficulty for introductory accounting students, is treated in
detail in the next three chapters.

Questions

Q4.1. What is the major purpose of a general worksheet?
Q4.2. Distinguish between the cash basis and the accrual basis of accounting.
Q4.3. Distinguish between revenues and cash receipts.
Q4.4. Distinguish between expenses and cash disbursements.
Q4.5. Why should cash basis accounting not be used by hospitals?
Q4.6. What is the purpose of the statement of hospital net assets?
Q4.7. Define briefly each of the following terms: (1) assets, (2) liabilities, 

and (3) net assets.
Q4.8. Describe briefly the procedure known as closing the books.
Q4.9. Distinguish between real and nominal accounts.
Q4.10. Distinguish between a preclosing trial balance and a postclosing 

trial balance.
Q4.11. List, in the sequence normally completed, the steps involved in an 

accounting cycle.
Q4.12. What is the significance of double rulings in ledger accounts?

Exercises

E4.1. Dowdy Hospital provides you with the following information:

Revenues for 20X2 $500,000
Expenses for 20X2 450,000
Hospital net assets, December 31, 20X1 860,000
Revenue and expense summary -0-

Required: (1) Prepare closing entries for 20X2 in general journal 
form. (2) What is the hospital’s net assets balance on 
December 31, 20X2?

E4.2. Doit Hospital provides you with the following information:

Assets $350,000
Liabilities 150,000
Hospital net assets 180,000
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Revenues 420,000
Expenses 400,000

Required: (1) Prepare a preclosing trial balance. (2) Prepare a 
postclosing trial balance.

E4.3. Devon Hospital provides you with the following information:

Revenue and Expense
Summary 302

787,000 800,000
13,000

Required: Answer the following questions:

1. What were total revenues for the year?
2. What were total expenses for the year?
3. What was the excess of revenues over expenses for the year?
4. If hospital net assets were $400,000 at the beginning of the

year, what were the hospital’s net assets at the end of the year?

E4.4. Select the best answer for the following five multiple-choice questions.

1. Posting is an accounting procedure in which
a. Information is transferred from the ledger to the journal,
b. Information is transferred from the journal to the ledger,
c. Information is transferred from the ledger to the hospital 

financial statements, or
d. Information is transferred from the trial balance to the ledger.

2. A trial balance can be prepared
a. Only before the books are closed,
b. Only after the books are closed,
c. Either before or after the books are closed, or
d. Only at the end of the fiscal year.

3. In closing entries,
a. Expense accounts are always debited,
b. Expense accounts are always credited,
c. Expense accounts may be debited in some cases and credited 

in other cases, or
d. Expense accounts are not debited or credited.

4. Under the accrual basis of accounting, revenues are recorded
a. In the period in which they are collected in cash,
b. In the period in which they are earned through the provision 

of services or the sale of products,
c. In the period in which management decides they should be 

recognized, or
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d. In the period in which the income tax laws indicate that they 
are taxable.

5. Dawson Hospital provides you with the following information:
• Services rendered to patients were valued at $600,000.
• Cash collections on patients’ accounts totaled $540,000.
• Cash disbursements for expenses were $530,000.
• Expenses incurred during the period totaled $550,000.
Under the accrual basis of accounting, the excess of expenses
over revenues (loss) of the period should be

a. $(10,000),
b.$10,000,
c. $50,000, or
d.$70,000.

Problems

P4.1. The following balances, among others, appeared in the general 
ledger of Dent Hospital at the end of its fiscal year:

Acct.
No.
301 Hospital net assets $143,674
302 Revenue and expense summary -0-
401 Routine services revenue 85,375
402 Ancillary services revenue 52,939
406 Other operating revenues 21,655
601 Salaries and wages expense 101,488
602 Supplies expense 22,475
603 Utilities expense 13,880
604 Insurance expense 4,203
605 Repairs expense 1,922
608 Interest expense 3,077
610 Other expenses 1,249

Required: Prepare, in good form, general journal entries to close 
the books of Dent Hospital for the year.

P4.2. The preclosing trial balance of Dunston Hospital on December 31, 
20X2, is as follows:

Acct.
No. Dr. Cr.

101 Cash $   11,200
104 Accounts receivable 27,400
106 Inventory 7,300
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120 Land 15,000
130 Buildings 80,000
140 Equipment 35,000
201 Accounts payable $    6,900
202 Notes payable 14,000
250 Bonds payable 60,000
301 Hospital net assets 96,900 
302 Revenue and expense summary -0-
401 Routine services revenue 86,400
402 Ancillary services revenue 41,700
406 Other operating revenues 19,200
601 Salaries and wages expense 94,600
602 Supplies expense 28,700
603 Utilities expense 13,400
604 Insurance expense 3,100
605 Repairs expense 2,700
608 Interest expense 4,400
610 Other expenses 2,300

Totals $325,100 $325,100

Required: (1) Prepare a general worksheet to develop financial 
statements for the year ended December 31, 20X2. (2) Prepare, in 
good form, financial statements for 20X2. (3) Prepare, in general 
journal form, closing entries for 20X2.

P4.3. The following balances, among others, appeared in the general 
ledger of Dixon Hospital at the end of its fiscal year:

Acct.
No.
301 Hospital net assets $294,600
302 Revenue and expense summary -0-
401 Routine services revenue 121,800
402 Ancillary services revenue 87,500
406 Other operating revenues 26,300
601 Salaries and wages expense 155,400
602 Supplies expense 31,400
603 Utilities expense 18,700
604 Insurance expense 6,400
605 Repairs expense 3,900
608 Interest expense 7,500
610 Other expenses 3,300

Required: (1) Enter the balances in ledger accounts, (2) journalize 
the necessary closing entries for the year, and (3) post the closing 
entries to the ledger accounts.
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P4.4. The following balances appeared in the general ledger of Deerly 
Hospital at December 31, 20X2:

Acct.
No.
101 Cash $   31,100
104 Accounts receivable 89,700
106 Inventory 11,200
120 Land 25,000
130 Buildings 240,000
140 Equipment 114,000
201 Accounts payable 22,800
202 Notes payable 28,000
250 Bonds payable 75,000
301 Hospital net assets 372,300
302 Revenue and expense summary -0-
401 Routine services revenue 140,700
402 Ancillary services revenue 79,900
406 Other operating revenues 21,300
601 Salaries and wages expense 150,800
602 Supplies expense 38,500
603 Utilities expense 22,100
604 Insurance expense 4,700
605 Repairs expense 3,200
608 Interest expense 7,900
610 Other expenses 1,800

Required: (1) Prepare a general worksheet to develop financial 
statements for the year ended December 31, 20X2. (2) Prepare, in 
good form, financial statements for 20X2. (3) Prepare, in general 
journal form, closing entries for 20X2.
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5
CHAPTER

PREPAID AND ACCRUED EXPENSES

In the two preceding chapters, Smalltown Hospital’s 20X1 transactions
were entered in the journal and posted to the ledger. A trial balance of
the ledger accounts was then prepared. We assumed that the trial bal-

ance dollar amounts were the correct account balances at the end of the
year, and these figures were used in the development of financial state-
ments for 20X1. In actual practice, however, many of the account balances
included in the trial balance are likely to be incorrect. This means that
financial statements should not be prepared until the incorrect balances in
the trial balance are adjusted to reflect the correct amounts. The necessary
corrections are accomplished by journalizing and posting adjusting
entries. All of the required adjustments must be made before financial
statements are prepared.

Incorrect account balances will appear in the trial balance regardless of
the amount of care exercised in recording the transactions of the period.
Some of the reasons for this are as follows:

1. Prepaid and accrued expenses. The trial balance may include expense
accounts whose balances are overstated or understated because of
a. The prepayment of expenses during the period, or
b. The failure to recognize expenses that were incurred during the 

current period but that will not be paid until the next period.
Adjustments for prepaid and accrued expenses are illustrated and dis-
cussed in this chapter.

2. Deferred and accrued revenues. The trial balance may include revenue
accounts whose balances are overstated or understated because of
a. The receipt of revenues in advance, or
b. The failure to recognize revenues that were earned during the 

current period but that will not be received until the next period.
Adjustments for deferred and accrued revenues are illustrated and dis-
cussed in Chapter 6.

3. Revenue deductions. The trial balance may include incorrect balances in
accounts representing revenue deductions, such as charity care. 
Chapter 7 deals with adjustments of this type.

4. Depreciation. The trial balance may not reflect the correct amount of
depreciation expense relating to hospital buildings and equipment.
Adjustments for depreciation are discussed in Chapter 7.
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These are the types of adjusting entries that we will examine in this
chapter and in Chapters 6 and 7. After we explore the types of adjusting
entries, all of the various adjustments will be brought together in a compre-
hensive illustration in Chapter 8.

The Matching Principle

Chapter 4 made a very important distinction between cash basis accounting
and accrual basis accounting: The accrual basis is a GAAP on which the finan-
cial statements of hospitals must be based. You have seen that the business
life of the hospital entity is divided into time segments called accounting peri-
ods. So far, we have assumed that these accounting periods are calendar
years—that is, the 12 months from January 1 through December 31. This is
the fiscal year employed by Smalltown Hospital. Many hospitals have adopted
a fiscal year or accounting period, however, that ends June 30 or September
30. Such a fiscal period generally is referred to as the natural business year.
No matter what the annual period may be, it is broken down into monthly
reporting periods. In actual practice, the hospital will prepare monthly as well
as annual financial statements.

This brings us to the matching principle: The revenues of the hospi-
tal are “matched” with the accounting period during which they are earned.
To put it another way, revenues must be recognized and recorded in the time
period during which they are earned by the hospital through the provision of
services and the sale of goods to patients and others. Revenues are earned
when a hospital renders services to patients, when assets are sold, and when
the hospital rents its assets to others. The hospital may receive cash prior to
the earning of the revenue, at the time the revenue is earned, or after the
earning of the revenue. Unfortunately, hospitals also may earn revenues for
which they are never paid. Revenue deductions related to the matching prin-
ciple are discussed in Chapter 6.

The matching principle also has important implications for recogni-
tion of hospital expenses. The expenses of the hospital are matched to the
extent practicable with the revenues to which they are related. In other
words, expenses are incurred in the production of revenues. Once the rev-
enues of a given time period are measured and recorded, the expenses
incurred in the production of those revenues should be recognized and
recorded in the same period. There is, then, a matching of expenses with rev-
enues in each accounting period to permit a meaningful and useful measure-
ment of periodic operating income.

Not all hospital costs can be directly and easily associated with specific
revenues. Yet, such costs must be charged as expenses to one or more
accounting periods at one time or another. When no direct association of
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expenses with revenues can be made, the costs are matched with the account-
ing period or periods that they benefit. If more than one accounting period
benefits from a cost expenditure, the cost is allocated to expense on some 
systematic and rational basis. If a cost expenditure is made during the current
period and no future benefit is expected, that cost is charged in its entirety to
expenses of the current period (the immediate recognition concept). Expense
adjustments related to the matching principle are addressed later in this chapter
and in Chapter 7.

Prepaid Expenses

Prepaid expenses, sometimes called deferred expenses or deferred charges, are
expenditures made by the hospital for goods and services not yet consumed
or used in hospital operations. They are therefore recognized as expenses in
a future accounting period (or periods). Because these cost expenditures ben-
efit one or more future accounting periods, they should be appropriately clas-
sified in the balance sheet as assets. Prepaid expenses, then, may be referred
to as unexpired, or “unexpensed,” costs. Some examples of prepaid expenses
are prepaid insurance, prepaid interest, and prepaid rent.

Adjusting the Trial Balance for Prepayments
At the end of each accounting period, the trial balance must be scanned to
determine the need for adjustments arising because of prepayments of
expenses by the hospital. An analysis often must be made of the debits and
credits in each of the accounts to develop the necessary adjusting entries. As
a basis for illustration, we will assume a hypothetical Hoosier Hospital at the
end of its first year of operations. This hospital’s December 31, 20X1, trial
balance is shown in Figure 5.1. From this point on, the trial balance taken
after all transaction entries have been journalized and posted will be called a
preadjusted trial balance (to distinguish it from an adjusted trial balance and
from a postclosing trial balance). Certain of the accounts included in Figure
5.1 have not been specifically discussed before, but the nature and use of each
of these accounts will soon become apparent to you.

Prepaid Insurance
Observe that Hoosier Hospital’s preadjusted trial balance includes a prepaid
insurance account (number 107) with a debit balance of $3,600. Normally, we
would expect Hoosier Hospital also to have some amount of insurance expense
for the 20X1 year, but the insurance expense account (number 604) has no bal-
ance whatever. It would seem obvious that an adjustment is needed here.

To determine the necessary adjustment, we need to examine copies
of the hospital’s insurance policies. Let us assume that we discover a single
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Acct.
No. Account Titles Dr. Cr.

101 Cash $  38,300
102 Temporary investments 12,000
103 Accrued interest receivable -0-
104 Accounts receivable 96,600
105 Allowance for uncollectible receivables $   -0-
106 Inventory 10,500
107 Prepaid insurance 3,600
108 Prepaid rent 1,080
109 Prepaid interest 720
120 Land 25,000
130 Buildings 180,000
131 Accumulated depreciation—buildings -0-
140 Equipment 60,000
141 Accumulated depreciation—equipment -0-
201 Accounts payable 29,840
202 Notes payable 18,000
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
205 Deferred rental income 4,200
206 Deferred tuition income 2,160
250 Bonds payable 80,000
301 Hospital net assets 225,000
302 Revenue and expense summary -0-
401 Routine services revenue 151,300
402 Ancillary services revenue 137,400
403 Interest income -0-
404 Rental income -0-
405 Tuition income -0-
406 Other operating revenues 27,100
501 Contractual adjustments 29,200
502 Charity care adjustments 19,400
601 Salaries and wages expense 139,600
602 Supplies expense 28,600
603 Utilities expense 14,400
604 Insurance expense -0-
605 Repairs expense 8,300
606 Rent expense -0-
607 Depreciation expense -0-
608 Interest expense -0-
609 Bad debt expense -0-
610 Other expenses 7,700

Totals $675,000 $675,000

FIGURE 5.1
Hoosier 
Hospital 

Preadjusted
Trial Balance,

December 31,
20X1
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comprehensive insurance policy for which the hospital paid a three-year pre-
mium in advance on January 1, 20X1. The amount of the premium was
$3,600, meaning that the hospital’s insurance expense is $1,200 per year—
that is, a third of the insurance premium expired in 20X1. The transaction
entry made by Hoosier Hospital on January 1, 20X1, when the premium was
paid, must have been as follows:

Prepaid insurance 107 $3,600
Cash 101 $3,600

Payment of 3-year premium in advance 
on a comprehensive insurance policy

At the end of the year, however, $1,200 of this prepayment has
expired and should be included in the hospital’s 20X1 expenses. Also at year’s
end, the amount of prepaid insurance to be reported as an asset is only
$2,400 ($3,600 – $1,200).

An adjusting entry therefore must be made in the hospital’s journal at
December 31, 20X1. The required entry is the following:

Insurance expense 604 $1,200
Prepaid insurance 107 $1,200

Adjustment for portion of prepaid 
premium that expired during 20X1

When this entry is posted, it corrects the two account balances in the
ledger of the hospital. The $1,200 of insurance expense will appear among the
expenses in Hoosier Hospital’s 20X1 statement of operations. The $2,400
adjusted balance of prepaid insurance will be presented as an asset in the hospi-
tal’s December 31, 20X1, balance sheet. It is an asset because the insurance
company “owes” Hoosier Hospital insurance protection for the next two years
(20X2 and 20X3), and this asset is valued at the unexpired cost of the insurance.
Prepaid insurance represents a future economic benefit (insurance protection).

The same adjusting entry will be required at the end of 20X2 and at the
end of 20X3. Then, of course, it will be time to renew the insurance and make
another premium payment. In this way, a $3,600 expenditure on January 1,
20X1, is charged or allocated to expense over the three-year period benefiting
from the expenditure at the rate of $1,200 per year. (Had the entire $3,600
been charged to 20X1 expense, this would result in an overstatement of 20X1
expense and an understatement of expense in 20X2 and 20X3.) Because this
hospital uses accrual basis accounting, expenses are recognized in the period
in which they are incurred, regardless of when they are paid.

It is important that you clearly understand that this discussion of
adjusting entries is presented in terms of an annual time frame. Well-managed
hospitals, of course, prepare monthly statements of operations and balance
sheets. For these monthly statements to be accurate and useful, all significant
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adjustments must be made at the end of each month. If we assume the 
preparation of monthly financial statements for Hoosier Hospital, an adjust-
ing entry would be made at the end of each month to recognize $100
($1,200 ÷ 12 months) of insurance expense and to reduce prepaid insurance
by the same amount, as follows:

Insurance expense 604 $    100
Prepaid insurance 107 $    100

Adjustment for monthly expiration of 
prepaid insurance premiums

The illustration presented in Chapter 9 assumes monthly adjusting
entries, but we will discuss adjustments in annual terms until then.

Hospitals carry substantial amounts of many different types of insurance and
have a large number of policies. Thus, the determination of the monthly and
annual insurance expense figures can be somewhat difficult. It may be necessary
to maintain an insurance register and perhaps an insurance expiration schedule
or worksheet. Not only do these specialized records provide the necessary infor-
mation for accounting adjustments, they also aid in the management of the hos-
pital’s insurance requirements to ensure that adequate coverage is maintained,
that claims for insured losses are promptly reported and recovered, and so on.

Prepaid Rent
Let us assume now that Hoosier Hospital rented certain equipment for use
in its business offices on May 1, 20X1. The transaction entry is as follows:

Prepaid rent 108 $ 1,080
Cash 101 $ 1,080

Payment of a year’s rent in advance for 
office equipment ($90 per month)

The December 31, 20X1, preadjusted trial balance therefore includes
$1,080 of prepaid rent (account 108) but no balance in rent expense
(account 606).

Because the rent is $90 per month, Hoosier Hospital’s 20X1 expenses
therefore should include rent expense of $720 ($90 × 8 months). Prepaid
rent at December 31, 20X1, should be $360 ($90 × 4 months), the rent that
is prepaid for January through April of 20X2. The required December 31,
20X1, adjusting entry is as follows:

Rent expense 606 $   720
Prepaid rent 108 $   720

Adjustment to record rent expense for 
May through December 20X1, at 

$90 per month

Adjusting for
Insurance

Expense
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In 20X2, the remaining $360 of prepaid rent will be charged to
expense. In this way, the equipment rental cost is charged to expense during
the periods in which the equipment is being used by the hospital. Had the
entire $1,080 payment been charged to expense in the year of payment,
Hoosier Hospital’s 20X1 expenses would have been overstated and its 20X2
expenses understated.

Prepaid Interest
Assume that Hoosier Hospital obtained a six-month loan of $18,000 from a
bank on November 1, 20X1. The hospital issued to the bank a promissory
note, paying 8 percent interest in advance for the six-month term of the note.
The hospital’s transaction entry on November 1 was as follows:

Cash 101 $17,280
Prepaid interest 109 720

Bonds payable 250 $18,000
Proceeds of 6-month note issued to bank, 
with 8% interest deducted in advance:

Face amount of note $18,000
Less interest—
$18,000 × 8% × 6/12 months 720

Proceeds of note $17,280

Interest on the note for a full year would be $1,440 (8 percent of
$18,000). The loan, however, is for a six-month period, and only a half-year’s
interest is prepaid. Interest expense is $120 per month ($720 ÷ 6 months).

At December 31, 20X1, interest expense for November and Decem-
ber has been incurred by the hospital. The necessary adjusting entry at year-
end is the following:

Interest expense 608 $     240
Prepaid interest 109 $     240

Adjustment for interest expense on bank 
loan for November and December 20X1: 
$18,000 × 8% × 2 months ÷ 12 months 
= $240

The remaining $480 ($720 – $240) of prepaid interest is an asset at the
end of 20X1. The bank “owes” to the hospital the use of the borrowed money
for another four months. This $480 will be charged to interest expense in 20X2.

Summary of Process for Handling Prepaid Expenses
A hospital will likely have other types of prepaid expenses. Whatever the 
particular expense item, adjustments are made in the manner shown in the
preceding illustrations. The procedure is summarized as follows:
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1. Assuming the prepayment is debited to a prepaid expense account in
the transaction entry:

Prepaid Expense Expense
Transaction Adjusting Adjusting

entry entry entry

The amount of the adjusting entry is that portion of the prepayment
that has expired and should be recorded as expense of the current period.

2. Assuming the prepayment is debited to an expense account in the trans-
action entry:

Prepaid Expense Expense
Adjusting Transaction Adjusting

entry entry entry

The amount of the adjusting entry is that portion of the prepayment
that has not expired and is to be recorded as expense in a future period.

Prepaid expenses are assets because they represent unexpired costs that
benefit a future accounting period. They represent benefits, such as insurance
protection; use of equipment, or use of money, to be received in the future
and consequently should not be charged to expense in the current period.

Accrued Expenses

Accrued expenses are expenses that have been incurred but for which the
hospital has not yet paid. Accrued expenses represent the costs of goods and
services consumed or used in hospital operations of the current period, but
for which the hospital will not make expenditures until some future account-
ing period. The liability for these future disbursements is called an accrued
liability, or an accrued expense payable. In most cases, the liability is presented
among the current liabilities in the balance sheet of the hospital. Examples
include accrued interest payable and accrued salary and wages payable (some-
times called accrued payroll).

At the end of each accounting period, the trial balance accounts must
be scanned and analyzed to determine the need for adjustments for accrued
expenses. Once the necessary adjustments are determined, they are journal-
ized and posted to the hospital’s ledger.

Accrued Interest
Let us assume that Hoosier Hospital issued $80,000 of 9 percent, 15-year
bonds on July 1, 20X1, at face value. The transaction entry was as follows:
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Cash 101 $80,000
Bonds payable 250 $80,000

Proceeds from issuance of $80,000 of 
9%, 15-year bonds at face value

Assume also that interest on these bonds is payable semiannually on 
January 1 and July 1 of each year, commencing January 1, 20X2. These semi-
annual interest payments therefore will be $3,600 ($80,000 × 9 percent ×
6/12 months). At the trial balance date, December 31, 20X1, no interest has
yet been paid on these bonds; the first interest payment is due January 1, 20X2.

So, in this situation an expense has been incurred but is unrecorded and
unpaid. The required December 31, 20X1, adjusting entry is the following:

Interest expense 608 $  3,600
Accrued interest payable 203 $  3,600

Adjustment for 6 months’ interest 
accrued on bonds since July 1, 20X1

The money borrowed by the hospital through the issuance of the
bonds costs the hospital 9 percent per year. Because the hospital had the use
of this money for six months (July through December 20X1), the cost of
using the money for this half-year period should be recorded as an expense
in 20X1. The fact that this expense has not been paid by the hospital has
nothing at all to do with the recognition of the expense in the 20X1 account-
ing period. Because the interest has not been paid, however, the adjusting
entry must establish the liability as accrued interest payable.

On January 1, 20X2, the first semiannual interest payment date, the
bond interest is paid. The transaction entry is as follows:

Accrued interest payable 203 $  3,600
Cash 101 $  3,600

Payment of semiannual interest on 
bonds for the 6 months ended 
December 31, 20X1

In this way, the bond interest applicable to 20X1 is charged to 20X1
expense, although it was not actually paid until 20X2. Had the December 31,
20X1, adjusting entry not been made, 20X1 interest expense would have
been understated.

Accrued Salaries and Wages
In Hoosier Hospital’s preadjusted trial balance (see Figure 5.1), the
salaries and wages expense account (account 601) has a debit balance of
$139,600. This is the amount of 20X1 salaries and wages paid to hospital
employees in 20X1. But is this the correct amount of salaries and wages
expense for 20X1?
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For the purpose of illustration, assume that Hoosier Hospital pays all
of its employees on the first day of each month for salaries and wages they
earned in the preceding month. The $139,600 appearing in the trial balance
is, therefore, salaries and wages only for the first 11 months of 20X1. Employ-
ees’ salaries and wages for December 20X1 have not yet been paid and, con-
sequently, are not included in the salaries and wages expense account balance.
These December salaries and wages will be paid January 1, 20X2, but should
be recorded as 20X1 expenses. On December 31, 20X1, the hospital employ-
ees have earned their December pay. The hospital has received the benefit of
their time and efforts during the month. The December payroll is a cost that
has been incurred by the hospital, but that cost is unrecorded and unpaid. It
is an expired cost that must be recognized as a 20X1 expense, and as of
December 31, 20X1, a liability of the hospital to its employees.

Assume that the December 20X1 payroll is determined to be $13,000.
(In actual practice, the accrued payroll figure sometimes must be estimated.
More will be said about this in a later chapter.) The necessary adjusting entry
at December 31, 20X1, is as follows:

Salaries and wages expense 601 $13,000
Accrued salaries and wages payable 204 $13,000

Adjustment for accrued payroll for the 
month of December 20X1

This entry puts salaries and wages into the expense of the period dur-
ing which they were incurred as hospital expenses. It also establishes a liabil-
ity for unpaid salaries and wages for inclusion in the hospital’s December 31,
20X1, balance sheet.

On January 1, 20X2, the December 20X1 payroll is paid. Assuming that
the amount actually disbursed on that date is the same as the amount that was
accrued in the preceding adjusting entry, the transaction entry is the following:

Accrued salaries and wages payable 204 $13,000
Cash 101 $13,000

Payment of December 20X1 
accrued salaries and wages

Thus, the salaries and wages are recorded as expenses of the period in
which they are incurred as expenses rather than in the period in which they
are paid.

Now, a complication should be introduced. Disregard the previous situation
and assume instead that Hoosier Hospital pays its employees every two
weeks—that is, every 14 days. Let us say that the last payroll period in 20X1
was the 14-day period ending December 27, 20X1. On the following day,
December 28, employees received their paychecks for that 14-day pay period.

Adjusting
Entry for

Salaries and
Wages
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What this means is that the trial balance figure for salaries and wages expense
of $139,600 represents 361 days of payroll expense (not 365 days). Employ-
ees have presumably worked another four days in 20X1 (December 28–31)
for which they have not yet been, and will not be, paid until after the end of
the next 14-day payroll period (January 10, 20X2). These four days of pay-
roll cost, however, must be recorded as 20X1 expense.

Let us assume that these four days of payroll are computed (perhaps
estimated in some way) to be $3,700. The necessary December 31, 20X1,
adjusting entry is as follows:

Salaries and wages expense 601 $3,700
Accrued salary and wages payable 204 $ 3,700

Adjustment for accrued payroll for the 
last 4 days of December 20X1

Now assume that the actual payroll for the 14-day period ending 
January 10, 20X2, turns out to be $13,000. When this is paid on January 11,
20X2, the transaction entry is:

Accrued salary and wages payable 204 $3,700
Salaries and wages expense 601 9,300

Cash 101 $13,000
Payment of payroll for the 14- 
day period ending January 10, 20X2

This entry records the payment of two things: (1) the four days of pay-
roll for 20X1 that were recorded previously as a liability and as 20X1 expense
and (2) the ten days of payroll for 20X2 that are debited to 20X2 expense.
In this way, employees’ salaries and wages are recorded as expenses of the
period in which they are incurred by the hospital, and not necessarily in the
period in which they are paid.

Hospitals, of course, have many types of expense accruals other than
those illustrated here. Whatever expense items they might be, they are han-
dled in the manner described for accrued interest and accrued payroll. The
required adjusting entry will always be a debit to an expense account and a
credit to a liability account. Then, when that liability is paid, the liability
account is debited and the cash account credited.

Reversing Entries

In some accounting systems, reversing entries are prepared on the first day
of each new accounting period. They are called reversing entries because they
“reverse” certain previously recorded adjusting entries. The reversing entries
are made to avoid certain complications in the accounting routine. This
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book, however, employs reversing entries only in a small number of cases.
One of these relates to adjustments for accrued payroll. Let us examine the
reversing procedure in that area.

Reversing Entries for Accrued Payroll
Assume the facts of the preceding illustration: Hoosier Hospital had paid
$139,600 of salaries and wages during 20X1, $3,700 of salaries and wages
were accrued at year end, and $13,000 of salaries and wages were paid on
January 11, 20X2. The (1) 20X1 summary transaction entry, (2) 20X1 year-
end adjusting entry, (3) December 31, 20X1, closing entry, (4) January 1,
20X2, reversing entry, and (5) January 11, 20X2, transaction entry are
shown in the following list:

(1) Salaries and wages expense 601 $139,600
Cash 101 $139,600

Payments of salaries and 
wages during 20X1

(2) Salaries and wages expense 601 3,700
Accrued salaries and wages payable 204 3,700

Adjustment for accrued salaries and 
wages at December 31, 20X

(3) Revenue and expense summary 301 143,300
Salaries and wages expense 601 143,300

To close the expense account
(4) Accrued salaries and wages payable 204 3,700

Salaries and wages expense 601 3,700
Reversal of December 31, 20X1, 
adjusting entry

(5) Salaries and wages expense 601 13,000
Cash 101 13,000

Payment of salaries and wages 
on January 11, 20X2

Notice that the reversing entry (number 4) is the reverse of the
December 31, 20X1, adjusting entry (number 2). The reversing entry elim-
inates the accrued salaries and wages payable account and places a credit bal-
ance of $3,700 in the 20X2 salaries and wages expense account. Entry num-
ber 5 debits the salaries and wages expense account for $13,000. As a result,
the 20X2 salaries and wages expense account winds up with a debit balance
of $9,300, the correct amount for the first ten days of 20X2.

Thus, because of the reversing entry, the total amount of salaries and
wages paid on January 11, 20X2, can be debited to the expense account. In
other words, there is no need to break the debit amount between the expense
account and the accrued salaries and wages payable account. This is one of
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the complications avoided by using reversing entries. If we had not made the
reversing entry, the accounting transactions would be as follows:

(1) Salaries and wages expense 601 $139,600
Cash 101 $139,600

Payments of salaries and 
wages during 20X1

(2) Salaries and wages expense 601 3,700
Accrued salaries and wages payable 204 3,700

Adjustment for accrued salaries and 
wages at December 31, 20X1

(3) Revenue and expense summary 301 143,300
Salaries and wages expense 601 143,300

To close the expense account
(4) No reversing entry is made.
(5) Accrued salaries and wages payable 204 3,700

Salaries and wages expense 601 9,300
Cash 101 13,000

Payment of salaries and wages 
on January 11, 20X2

You should not conclude, however, that all adjusting entries are to be
reversed. Some are reversed, and some are not. In this book, the use of
reversing entries will be limited to a few illustrations concerning accrued
expenses (such as salaries and wages) and accrued revenues (seen in the 
following chapter).

Questions

Q5.1. What is the purpose of adjusting entries? Distinguish between 
transaction and adjusting entries.

Q5.2. Describe briefly the matching principle.
Q5.3. Define prepaid expense. Give three examples of hospital expense 

items that may be prepaid.
Q5.4. Define accrued expense. Give three examples of hospital expense 

items that often must be accrued at the end of an accounting period.
Q5.5. Distinguish between prepaid and accrued expenses.
Q5.6. Distinguish among preadjusted trial balance, adjusted trial balance, 

preclosing trial balance, and postclosing trial balance.
Q5.7. Why are prepaid expenses reported in a balance sheet as assets?
Q5.8. Why are accrued expenses reported in a balance sheet as liabilities?
Q5.9. What is the purpose of reversing entries? Distinguish between 

adjusting entries and reversing entries.
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Exercises

E5.1. Eston Hospital paid a three-year insurance premium of $1,350 in 
advance on January 1, 20X1. 
Required: What amount should Eston Hospital report as prepaid 
insurance in its December 31, 20X2, balance sheet?

E5.2. Eastland Hospital paid a three-year insurance premium in advance on 
January 1, 20X1. The hospital’s adjusted trial balance at December 31, 
20X2, included a prepaid insurance account with a balance of $1,480. 
Required: What was the amount of the insurance premium paid on 
January 1, 20X1?

E5.3. Early Hospital rented certain equipment for use in its business offices 
on October 1, 20X1, paying one year’s rent of $1,800 in advance. 
Required: What amount should appear as prepaid rent in Early 
Hospital’s postclosing trial balance at December 31, 20X1?

E5.4. Edson Hospital obtained a six-month loan of $24,000 from a bank 
on August 1, 20X1, paying 10 percent interest in advance. The 
interest was debited to interest expense. 
Required: Assuming that adjustments are made annually on 
December 31 only, prepare the necessary adjusting entry for 
December 31, 20X1.

E5.5. Using the data of Exercise 5.4, assume that the August 1, 20X1, 
transaction entry debited the interest to prepaid expense. 
Required: If adjustments are made annually on December 31 only, 
what is the necessary adjusting entry at December 31, 20X1?

E5.6. Esterbrook Hospital issued $100,000 of 6 percent, 20-year bonds 
on July 1, 20X1, at face value. Interest is payable semiannually on 
January 1 and July 1 of each year, beginning January 1, 20X2. 
Required: Assuming that adjustments are made annually on 
December 31 only, prepare the necessary adjusting entry on 
December 31, 20X1.

E5.7. Easy Hospital’s preadjusted trial balance at December 31, 20X1, 
includes a salaries and wages expense account with a debit balance 
of $805,200. It is determined, however, that employees have 
earned an additional $38,900 of salaries and wages in 20X1 that 
have not yet been paid.
Required: Prepare the necessary adjusting entry for December 31, 20X1.
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E5.8. Ernst Hospital’s 20X2 statement of operations reports salaries and 
wages expense of $699,400. The hospital’s balance sheets include 
the following accounts:

12/31/X1 Accrued salaries and wages payable $ 41,600
12/31/X2 Accrued salaries and wages payable 38,400

Required: What was the amount of salaries and wages actually paid 
in cash during 20X2?

E5.9. Extant Hospital paid $355,100 of salaries and wages during 20X2. 
Its balance sheets reported accrued salary and wages payable and 
related liabilities as follows:

12/31/X2 $28,300
12/31/X1 25,700

Required: What amount should be reported as salaries and wages 
expense in Extant Hospital’s 20X2 statement of operations?

E5.10. Eucher Hospital’s 20X2 statement of operations reported insurance 
expense of $8,000. Its balance sheets reported prepaid insurance 
as follows:

12/31/X1 $  1,400
12/31/X2 1,100

Required: What was the amount actually paid in cash for insurance 
premiums during 20X2?

E5.11. Easter Hospital paid $4,600 of rent expense during 20X2. Its 
balance sheets reported prepaid rent expense as follows:

12/31/X1 $  1,200
12/31/X2 900

Required: What amount should be reported as rent expense in 
Easter Hospital’s 20X2 statement of operations?

Problems

P5.1. Exerto Hospital’s preadjusted trial balance on December 31, 20X1, 
included the following accounts, among others:

Acct.
No.
107 Prepaid insurance $5,040
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108 Prepaid rent 2,100
109 Prepaid interest 1,200
604 Insurance expense -0-
606 Rent expense -0-
608 Interest expense -0-

The hospital paid a three-year insurance premium in advance on 
January 1, 20X1. On August 1, 20X1, a year’s rent was paid in
advance. A $20,000, 12 percent loan for six months was obtained
from a bank on November 1, 20X1, and the interest was paid in
advance by the hospital. 
Required: Prepare, in general journal form, the necessary adjusting
entries at December 31, 20X1.

P5.2. Eversure Hospital’s preadjusted trial balance at December 31, 20X1, 
included the following accounts, among others:

Acct.
No.
203 Accrued interest payable $    -0-
204 Accrued salaries and wages payable -0-
601 Salaries and wages expense 245,600
608 Interest expense -0-
250 Bonds payable 120,000

On September 1, 20X1, the hospital issued its $120,000, 8 percent,
six-month note to a local bank in connection with a short-term
loan. An analysis indicated that employees had earned $33,600 of
salaries and wages during 20X1 that had not been paid to them.
Required: Prepare, in general journal form, the necessary adjusting
entries at December 31, 20X1.

P5.3. Exacto Hospital’s preadjusted trial balance at December 31, 20X1, 
included the following accounts, among others:

Acct.
No.
107 Prepaid insurance $  5,760
108 Prepaid rent 2,700
109 Prepaid interest 3,600
202 Notes payable 80,000
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
250 Bonds payable 400,000
601 Salaries and wages expense 755,200
604 Insurance expense -0-
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606 Rent expense -0-
608 Interest expense -0-

The following additional information is available:

1. A three-year insurance premium was prepaid on January 1, 20X1.
2. One year’s rent was paid in advance on June 1, 20X1.
3. On December 1, 20X1, an $80,000, 9 percent, six-month loan

was obtained from a local bank. Interest was prepaid.
4. Unpaid salaries and wages at December 31, 20X1, totaled $68,700.
5. On October 1, 20X1, $400,000 of 6 percent, ten-year bonds

were issued at face value. Interest on these bonds is payable
annually on October 1, beginning October 1, 20X2.

Required: Prepare, in general journal form, the necessary adjusting 
entries for December 31, 20X1.

P5.4. The following accounts appeared in the adjusted trial balance of 
Evansville Hospital at December 31, 20X1:

Cash $  26,300

Accounts receivable 105,900

Inventory 14,700

Prepaid insurance 1,800

Prepaid rent 900

Prepaid interest 500

Buildings and equipment 575,000

Accounts payable 29,700

Bonds payable 125,000

Accrued interest payable 2,300

Accrued salaries and wages payable 9,800

Notes payable 350,000

Hospital net assets 193,600

Routine services revenue 135,000

Ancillary services revenue 75,800

Other operating revenues 30,900

Salaries and wages expense 140,000

Supplies expense 31,000

Utilities expense 29,000

Insurance expense 8,200

Repairs expense 5,400

Rent expense 7,100

Interest expense 4,900

Other expenses 1,400
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Required: Prepare, in good form, (1) a balance sheet at 
December 31, 20X1, and (2) a statement of operations for the year
then ended.

P5.5. Eunice Hospital’s preadjusted trial balance at December 31, 20X1, 
included the following accounts, among others:

Acct.
No.
107 Prepaid insurance $         0-
108 Prepaid rent -0-
109 Prepaid interest -0-
202 Notes Payable 80,000
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
250 Bonds payable 100,000
601 Salaries and wages expense 399,500
604 Insurance expense 5,760
606 Rent expense 2,700
608 Interest expense 4,800

The following additional information is available:

1. A three-year insurance premium was prepaid on January 1, 20X1.
2. One year’s rent was paid in advance on June 1, 20X1.
3. On December 1, 20X1, an $80,000, 12 percent, six-month loan

was obtained from a local bank; interest was prepaid.
4. Unpaid salaries and wages at December 31, 20X1, amounted to

$27,400.
5. On April 1, 20X1, $100,000 of 6 percent, 15-year bonds were

issued at face value. Interest on these bonds is payable annually
on April 1, beginning April 1, 20X2.

Required: Prepare, in general journal form, the necessary adjusting 
entries at December 31, 20X1.
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6
CHAPTER

DEFERRED AND ACCRUED REVENUES

This chapter introduces some additional adjustments of the Hoosier
Hospital’s December 31, 20X1, trial balance (see Figure 5.1). These
adjustments are of two major types:

1. Deferred revenues. Certain revenues have been received in cash but as
yet have not been earned by the hospital.

2. Accrued revenues. Certain revenues have been earned but as yet have
not been received in cash by the hospital.

The adjustments required for these items are similar to those illus-
trated in the preceding chapter for prepaid and accrued expenses. This chap-
ter, however, concerns revenues, not expenses. The accrual basis objective of
the adjustments described here is to give accounting recognition to revenues
in the accounting period in which they are earned, regardless of when, if ever,
the related cash receipts occur. Although hospital revenues are, for the most
part, received in cash in the period earned, a substantial amount of revenues
is earned prior to the receipt of cash. Less frequently, certain other revenues
may be earned in an accounting period subsequent to the period in which the
related cash receipts occur.

Deferred Revenues

Deferred revenues, sometimes called deferred income, prepaid income, or
revenues received in advance, consist of revenue items for which cash has been
received but that the hospital has not yet earned. Because of the cash receipt,
the hospital must provide certain corresponding goods and services in some
future accounting period (or periods). Examples of deferred revenues include
rentals received in advance and advance receipts of tuition for educational
programs conducted by the hospital. More complicated deferred revenue sit-
uations are discussed at later points in this book.

Deferred Rent
Let us assume that Hoosier Hospital rents office space in its building to cer-
tain physicians on its medical staff. This practice began on August 1, 20X1,
when a year’s rent of $4,200 ($350 per month) was received in advance. At
that time, Hoosier Hospital made the following transaction entry:
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Cash 101 $4,200
Deferred rental income 205 $4,200

Receipt of a year’s rent in advance
for office space provided for 
staff physicians ($350 per month)

On August 1, 20X1, then, the hospital has a liability to the physicians
to provide office space for their use during the next 12 months. The deferred
rental income account reflects that liability. On December 31, 20X1, the 
hospital has provided the office space for five months (August through
December). The hospital therefore has earned $1,750 of rental income
($350 × 5 months). Because this income has not been recorded by the hos-
pital, the following adjusting entry is required:

Deferred rental income 205 $1,750
Rental income 404 $1,750

Adjustment for 5 months of 
rental income earned from provision 
of office space for physicians

This entry recognizes the rental income earned in 20X1 and reduces
the deferred rental income account to the correct December 31, 20X1, bal-
ance of $2,450. In other words, on December 31, 20X1, the hospital has a
remaining liability to furnish office space for seven months in 20X2. This lia-
bility is measured at $350 per month ($350 × 7 months = $2,450).

Thus, $2,450 of rental income received in 20X1 is deferred to 20X2,
the year in which it will be earned by the hospital. Were this not done, the
income of 20X1 would be overstated and the 20X2 income understated. The
accrual basis of accounting prevents such misstatements.

Income also may arise from the rental of space in the hospital as sleeping
quarters for interns and residents, or the hospital may own separate buildings
that are used as residences for nurses and other personnel. Space in the hos-
pital’s lobby and public areas may be rented to private vendors for gift shops
and newsstands. A hospital-operated television service also may produce
rental income. In any of these cases, adjusting entries may be appropriate at
the end of each accounting period.

Deferred Tuition
Assume that Hoosier Hospital operates an educational program, such as a
school of nursing or a school for laboratory technologists. Further assume
that, on September 1, 20X1, the hospital received $2,160 of fees and tuition
for the nine-month school year that ends May 31, 20X2. For this transaction,
Hoosier Hospital made the following entry:

Adjusting
Entries for

Rental Space
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Cash 101 $2,160
Deferred tuition income 206 $2,160

Receipt of tuition ($240 per month) for the 
9-month school year ending May 31, 20X2

Here again, the hospital has received revenue in advance. The hospi-
tal has an obligation to the students in the program to provide educational
services during the next nine months. This liability is represented by the
credit to the deferred tuition income account. When the tuition is received,
the hospital has earned no income.

By the end of 20X1, however, the school presumably has been 
operating for four months (September through December), and the 
hospital therefore has earned $960 of tuition income ($240 × 4 months, or
4 months ÷ 9 months × $2,160). The following adjusting entry is required
at December 31, 20X1:

Deferred tuition income 206 $   960
Tuition income 405 $   960

Adjustment for tuition income earned in 
20X1 ($240 per month × 4 months)

This entry gives accounting recognition to the tuition income earned
during the current year and defers recognition of the remaining tuition rev-
enue to 20X2. Hoosier Hospital will report $960 of tuition income in its
20X1 statement of operations and $1,200 of deferred tuition income (a cur-
rent liability) in its December 31, 20X1, balance sheet.

Summary of Accounting Procedures for Deferred Revenues
The accounting procedures for deferred revenues are summarized in the 
following T-accounts:

1. Assuming the transaction entry credited the cash received to a deferred
revenue account:

Revenue Deferred Revenue
Adjusting Adjusting Transaction

entry entry entry

The adjusting entry transfers the amount of revenue earned during the
current period from the liability account (deferred revenue) to the 
revenue account.

2. Assuming the transaction entry credited the cash received to a revenue
account:

Revenue Deferred Revenue
Adjusting Transaction Adjusting

entry entry entry
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The adjusting entry transfers the amount of unearned revenue from the
revenue account to the deferred revenue account.

Thus, the nature and amount of the required adjusting entry depend
on the account initially credited in the transaction entry.

Accrued Revenues

Accrued revenues consist of revenue items that the hospital has earned but
for which the hospital has not recorded a receivable or collected cash. The
hospital, of course, routinely provides goods and services to patients and has
a claim against them (or third-party payers) for the value of those goods and
services. These claims are recorded as receivables (assets), as previously indi-
cated. In addition, the hospital provides other types of services that produce
revenues and require the recognition of related receivables. Examples of these
accrued revenue items are accrued interest receivable, accrued rent receiv-
able, and accrued tuition receivable. This discussion illustrates the accrual of
interest revenues and receivables.

Let us say that Hoosier Hospital invested $12,000 in 8 percent gov-
ernment bonds on October 1, 20X1. These bonds, purchased at face value,
pay interest annually on October 1, commencing October 1, 20X2. The
transaction entry was as follows:

Temporary investments 102 $12,000
Cash 101 $12,000

Purchase of $12,000 (face value) of 
8% government bonds for temporary 
investment

Perhaps at this time Hoosier Hospital had a cash balance in excess of its
then-current needs. In accordance with good business practice, it was decided
to invest those funds for a short period of time to obtain interest income.
Although the bonds may be ten-year bonds, the hospital intends to hold them
only as a temporary or short-term investment. As a result, the investment will
be classified as a current asset in Hoosier Hospital’s balance sheet.

At December 31, 20X1, Hoosier Hospital has held this investment for
three months (October through December). The hospital has earned inter-
est income of $240 ($12,000 × 8 percent × 3/12 months), and the follow-
ing year-end adjusting entry must be recorded:

Accrued interest receivable 103 $    240
Interest income 403 $    240

Adjustment for 3 months’ interest 
earned on temporary investments in 
government bonds
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This entry gives accounting recognition to interest income earned
(but not yet received) during 20X1. The interest, however, will be received
on the next annual interest payment date, October 1, 20X2. So, the entry
makes a debit to the appropriate asset account, accrued interest receivable. In
Hoosier Hospital’s December 31, 20X1, balance sheet, the accrued interest
receivable will be reported as a current asset.

On October 1, 20X2, the hospital will receive in cash a full year’s
interest, or $960 (8 percent of $12,000), on the bond investment. The 
following might be the transaction entry at that time:

Cash 101 $960
Accrued interest receivable 103 $240
Interest income 403 720

Receipt of a year’s interest on temporary 
investment in 8% government bonds, 
$240 of which was recognized as income 
in 20X1.

Recording Income in the Year in Which it Is Earned
Notice that all of the interest income was received in cash in 20X2, but $240
of it was recorded as 20X1 income, and $720 was recognized as 20X2
income. Thus, income is recorded in the year in which it is earned and not
necessarily in the year in which it is received in cash.

Hoosier Hospital might have chosen to make a reversing entry on 
January 1, 20X2. In addition, if Hoosier Hospital prepared monthly financial
statements, adjusting entries would have been made monthly. Chapter 9 
covers monthly adjustment procedures in detail. So, assuming annual adjust-
ments only, Hoosier Hospital could have made the following reversing entry
on January 1, 20X2:

Interest income 403 $240
Accrued interest receivable 103 $240

Reversal of December 31, 20X1, entry 
for accrued interest on temporary investment 
in government bonds

This entry eliminates the balance in the accrued interest receivable
account and places a debit balance in the 20X2 interest income account.
Then, when the annual interest is received on the investment on October 1,
20X2, the following transaction entry is made:

Cash 101 $960
Interest income 403 $ 960

Receipt of a year’s interest on temporary 
investment in 8% government bonds
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When this $960 credit is posted to the interest income account, the
account then has the proper $720 balance: the $960 credit posting minus the
$240 debit posting from the reversing entry. Compare this transaction entry
(assuming a reversing entry was made) with the previously illustrated transac-
tion entry (assuming no reversing entry was made) for October 1, 20X2. Thus,
the use of reversing entries tends to simplify subsequent transaction entries.

Summary of Adjustments for Prepayments and Accruals

This chapter has illustrated adjusting entries for deferred and accrued rev-
enues; the preceding chapter illustrated adjustments for prepaid and
accrued expenses. Now, let us bring these adjustments together as they
would appear in Hoosier Hospital’s general journal for 20X1. The adjust-
ing journal entries (AJEs) numbered 1 through 5 in Figure 6.1 were dis-
cussed in the preceding chapter; those numbered 6 through 8 were
described earlier in this chapter.

Explanation of Adjusting Entries
Entries 1, 2, and 3 are the adjustments arising from the prepayment of
expenses during 20X1. In each case, an expense account is debited, and an
asset account is credited. This is because we have assumed that the hospital
has an accounting policy of debiting prepaid expense accounts in the initial
transaction entry. For example, when insurance premiums are paid, a debit is
made to prepaid insurance, not to insurance expense.

Adjusting entries 4 and 5 are those necessary to give accounting
recognition to accrued expenses (expenses incurred during 20X1 but not yet
paid). In each case, the entry debits an expense account and credits a liabil-
ity account. This is always true for adjustments for accrued expenses.

Entries 6 and 7 are adjusting entries for deferred (prepaid) revenues.
Each of these entries debits a liability account and credits a revenue account.
This is because we have assumed that it is Hoosier Hospital’s accounting pol-
icy to credit a deferred revenue account whenever revenue items are received
in advance. For example, when rental prepayments are received, a credit is
made to the deferred rental income account (account 205), not to the rental
income account (account 404).

Entry 8 relates to the accrual of income that was earned during 20X1
but that had not been received in cash by the end of the year. The entry deb-
its an asset account and credits an income account. This is always true of
adjustments for accrued revenues.

All of these adjusting entries, of course, are posted in due course to
Hoosier Hospital’s ledger. When this is accomplished, most of the ledger
accounts will have correct balances reflecting accrual basis accounting.

 



Entry Acct
No. Accounts and Explanations No. Dr. Cr.

1 Insurance expense 604 $  1,200
Prepaid insurance 107 $  1,200

Adjustment for part of prepaid 
premium that expired during 20X1 
(Chapter 5)

2 Rent expense 606 720
Prepaid rent 108 720

Adjustment to record rent expense 
for May through December 20X1, 
at $90 per month (Chapter 5)

3 Interest expense 608 240
Prepaid interest 109 240

Adjustment for interest on bank loan 
for November and December 20X1 
(Chapter 5)

4 Interest expense 608 3,600
Accrued interest payable 203 3,600

Adjustment for 6 months’ interest 
accrued on bonds since July 1, 20X1 
(Chapter 5)

5 Salaries and wages expense 601 13,000
Accrued salaries and wages payable 204 13,000

Adjustment for accrued payroll for the 
month of December 20X1 (Chapter 5)

6 Deferred rental income 205 1,750
Rental income 404 1,750

Adjustment for 5 months of rental income 
earned from provision of office space for 
physicians (Chapter 6)

7 Deferred tuition income 206 960
Tuition income 405 960

Adjustment for tuition income 
earned in 20X1 (Chapter 6)

8 Accrued interest receivable 103 240
Interest income 403 240

Adjustment for 3 months’ interest 
on temporary investment in 
government bonds (Chapter 6)

FIGURE 6.1
Hoosier 
Hospital 
20X1 Journal
(Adjusting
Entries)
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These eight entries, however, are not all of the adjusting entries normally
required at the end of a fiscal year. In the next chapter, two additional types
of adjustments are considered. These adjustments relate to revenue deduc-
tions and to depreciation.

Questions

Q6.1. Define deferred revenue. Give two examples of deferred revenue.
Q6.2. Define accrued revenue. Give two examples of accrued revenue. 
Q6.3. Why is deferred revenue reported in a balance sheet as a liability?
Q6.4. Why is accrued revenue reported in a balance sheet as an asset?
Q6.5. Fodder Hospital received a year’s rent in advance on May 1, 20X1. 

The hospital’s December 31, 20X1, balance sheet reported deferred
rental income of $580. What was the amount of rent received on 
May 1, 20X1?

Q6.6. Ferntown Hospital received $1,800, representing a year’s rent in 
advance, on November 1, 20X1. In the transaction entry, $1,800 
was credited to the deferred rental income account. Assuming that 
adjustments are made annually on December 31 only, what adjusting 
entry should be made on December 31, 20X1?

Q6.7. Refer to the data of Question 6.6 but assume that the rental income
account was credited for $1,800 in the transaction entry. Assuming 
that adjustments are made annually on December 31 only, what 
adjusting entry should be made on December 31, 20X1?

Exercises

E6.1. Foster Hospital’s 20X2 statement of operations reported rental 
income of $8,200. The hospital’s balance sheets reported deferred 
rental income as follows:

12/31/X1 $1,700
12/31/X2 1,300

Required: What was the amount of rent actually received in cash 
during 20X1?

E6.2. Fat Hospital received in cash rental payments of $10,700 during 
20X2. Its balance sheets reported deferred rental income as follows:

12/31/X2 $2,600
12/31/X1 1,800
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Required: What amount should be reported as rental income in Fat 
Hospital’s 20X2 statement of operations?

E6.3. On September 1, 20X1, Fasby Hospital received $10,620 of fees 
and tuition for one of its educational programs that has a nine-
monthschool year ending May 31, 20X2. 
Required: What amount should be reported as deferred tuition
income in the hospital’s December 31, 20X1, balance sheet?

E6.4. Favor Hospital invested $60,000 in 8 percent government bonds 
on August 1, 20X1. These bonds, which were purchased at face 
value, pay interest annually on August 1, commencing August 1, 
20X2. 
Required: Assuming that adjustments are made annually on 
December 31 only, prepare the necessary adjusting entry for accrued
interest as of December 31, 20X1.

E6.5. Flabby Hospital received interest payments of $8,600 during 20X2.
Its balance sheets reported accrued interest receivable as follows:

12/31/X1 $1,100
12/31/X2 1,400

Required: What amount should be reported as interest income in 
the hospital’s 20X2 statement of operations?

Problems

P6.1. Frangipani Hospital’s December 31, 20X1, preadjusted trial balance
includes the following accounts, among others:

Acct.
No.
102 Temporary investments $24,000
103 Accrued interest receivable -0-
205 Deferred rental income 5,400
206 Deferred tuition income 4,320
403 Interest income -0-
404 Rental income -0-
405 Tuition income -0-

The following additional information is available:

1. On September 1, 20X1, the hospital invested $24,000 (face
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value) in 8 percent government bonds that pay interest annually
on September 1, commencing September 1, 20X2.

2. On June 1, 20X1, the hospital received a year’s rent in advance.
3. On September 1, 20X1, the hospital received nine months’

tuition in advance for one of its educational programs.

Required: Prepare, in general journal form, the necessary adjusting 
entries at December 31, 20X1.

P6.2. Frosty Hospital’s December 31, 20X1, preadjusted trial balance 
includes the following accounts, among others:

Acct.
No.
102 Temporary investments $30,000
103 Accrued interest receivable -0-
205 Deferred rental income -0-
206 Deferred tuition income -0-
403 Interest income -0-
404 Rental income 5,400
405 Tuition income 4,320

The following additional information is available:

1. On April 1, 20X1, the hospital invested $30,000 (face value) in
8 percent government bonds that pay interest annually on April
1, commencing April 1, 20X2.

2. On June 1, 20X1, the hospital received a year’s rent in advance.
3. On September 1, 20X1, the hospital received nine months’

tuition in advance for one of its educational programs.

Required: Prepare, in general journal form, the necessary adjusting 
entries at December 31, 20X2.

P6.3. The following is Flapper Hospital’s preadjusted trial balance as of 
December 31, 20X1:

Acct.
No.
101 Cash $ 34,900
102 Temporary investments 60,000
103 Accrued interest receivable -0-
104 Accounts receivable 172,000
106 Inventory 15,000
107 Prepaid insurance 6,480
108 Prepaid rent 4,500
109 Prepaid interest 2,400
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120/130/140 Land, Buildings, 
and Equipment 350,020

201 Accounts payable $  28,200
202 Notes payable 48,000
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
205 Deferred rental income 3,600
206 Deferred tuition income 4,900
250 Bonds payable 200,000
301 Hospital net assets 335,300
302 Revenue and expense summary -0-
401 Routine services revenue 97,500
402 Ancillary services revenue 58,200
403 Interest income -0-
404 Rental income -0-
405 Tuition income -0-
406 Other operating revenues 19,300
601 Salaries and wages expense 100,000
602 Supplies expense 25,000
603 Utilities expense 12,000
604 Insurance expense -0-
605 Repairs expense 9,000
606 Rent expense -0-
608 Interest expense -0-
610 Other expenses 3,700

$795,000 $795,000

The following additional information is available:

1. On August 1, 20X1, the hospital invested $60,000 (face value)
in 8 percent government bonds that pay interest annually on
August 1, commencing August 1, 20X2.

2. On January 1, 20X1, a three-year insurance premium was paid
in advance.

3. One year’s rent was received in advance on March 1, 20X1.
4. One year’s rent was paid in advance by the hospital on May 1,

20X1.
5. On November 1, 20X1, the hospital issued its six-month, 10

percent note for $48,000 to a local bank in connection with a
short-term loan. The interest was prepaid by the hospital.

6. On October 1, 20X1, the hospital issued $200,000 of 6 percent,
ten-year bonds at face value. These bonds pay interest semiannu-
ally on October 1 and April 1, commencing April 1, 20X2.

7. Unpaid salaries and wages at December 31, 20X1, amounted to
$16,800.
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8. On September 1, 20X1, the hospital received nine months’
tuition in advance for one of its educational programs.

Required: (1) Enter the preadjusted December 31, 20X1, balances in
general ledger accounts. (2) Prepare, in general journal form, the
necessary adjusting entries at December 31, 20X1. (3) Post the
adjusting entries to the ledger accounts and prepare an adjusted trial
balance at December 31, 20X1. (4) Prepare a statement of operations
for 20X1 and a balance sheet at December 31, 20X1. (5) Prepare, in
general journal form, the necessary closing entries at December 31,
20X1. (6) Post the closing entries to the ledger accounts. (7) Prepare
a postclosing trial balance at December 31, 20X1.
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7
CHAPTER

DEPRECIATION AND REVENUE DEDUCTIONS

A djustment procedures for prepaid expenses, accrued expenses,
deferred revenues, and accrued revenues were discussed in the preced-
ing two chapters. This chapter describes and illustrates two additional

types of adjustments required at the end of the accounting period. The first
concerns depreciation of the hospital’s plant assets. The second relates to the
problem of revenue deductions: contractual adjustments, charity care adjust-
ments, and bad debts. When this chapter is concluded, you will have been
introduced to most of the adjusting entries related to hospital accounting.

Depreciation

Hoosier Hospital’s December 31, 20X1, trial balance (refer again to Figure
5.1) includes the following account balances to which your attention should
now be directed:

Acct.
No. Dr. Cr.

120 Land $ 25,000
130 Buildings 180,000
131 Accumulated depreciation—buildings $ -0-
140 Equipment 60,000
141 Accumulated depreciation—equipment -0-
607 Depreciation expense -0-

Depreciation Recorded Through Adjusting Entries
Asset accounts 120, 130, and 140 are asset accounts whose debit balances
reflect the original historical costs of the hospital’s plant assets: land, build-
ings, and equipment used in hospital operations (and not held for investment
purposes or for sale in the ordinary course of business). Accounts 131 and
141 are called contra asset accounts—that is, negative asset accounts. These
accounts reflect the amount of plant assets cost that has been charged to
expense (depreciation) in the hospital’s statements of operations of the cur-
rent and prior accounting periods. Expense account 607 reports the amount
of depreciation expense for the current period. Depreciation therefore enters
the accounting records through adjusting entries that debit depreciation
expense and credit the appropriate accumulated depreciation accounts.
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Assume, for purposes of illustration, that Hoosier Hospital acquired all
of its plant assets in a cash transaction on January 1, 20X1:

Land 120 $ 25,000
Buildings 130 180,000
Equipment 140 60,000

Cash 101 $265,000
Purchase of plant assets for cash

These plant assets were used throughout 20X1. Because the activities
of the year were made possible by (and benefited from) the use of these
assets, is it not logical to expect that some part of the cost of the assets should
be charged as expense against the revenues of the period?

Nature of Depreciation
Depreciation is an accounting procedure by which the cost (less salvage
value, if any) of certain plant assets is allocated to expense over the estimated
useful lives of such assets in a systematic and rational manner. The amount of
plant asset cost allocated to a particular accounting period is called the 
depreciation expense. A fundamental point to remember is that depreciation
is a process of cost allocation, not of valuation. You should understand that
depreciation, in the accounting sense, is not a measurement of the loss in the
market value of an asset during a given period.

Consider, for example, an item of equipment used in the radiology
department of the hospital. This equipment cost, say, $4,000 when acquired
on January 1, 20X1. Obviously, the equipment will not last forever; it even-
tually will wear out and/or become obsolete with time, use, and changes in
technology. When the equipment reaches the point at which it is no longer
useful to the hospital, it will be discarded (either sold or scrapped) and prob-
ably replaced by new equipment. The amount, if any, for which the old
equipment can be sold at the end of its useful life is called salvage value, also
called residual value or scrap value.

To compute depreciation on this radiology equipment, we must esti-
mate its useful life (usually in years) and its salvage value (if any). These esti-
mates must be made when the equipment is acquired. Hence, they must be
based on informed judgment and experienced opinion. (We will investigate
this matter more closely in a subsequent chapter.)

So, let us assume that we estimate a useful life of six years and a 
salvage value of $400 for the equipment. This means that we expect the
equipment to be used over a six-year period from the beginning of 20X1 to
the end of 20X6, at which time it may sell for $400. Then, subtracting the
salvage value from the cost of the equipment, we obtain $3,600 ($4,000 –
$400), which is the depreciation base, or depreciable cost. This is the net cost
(acquisition cost minus salvage value) to the hospital for the use of the 
equipment over its six-year life. We can depreciate no more than $3,600.
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If we divide the $3,600 depreciable cost by the estimated useful life of
six years to determine annual depreciation expense ($3,600 ÷ 6 years), we
find that depreciation expense is $600 per year. This method of computing
the annual amount of depreciation expense is referred to as straight-line
depreciation. It is perhaps the most widely used depreciation method. We
will examine other depreciation methods in a subsequent chapter.

At the end of 20X1, then, $600 of the cost of the radiology equipment
must be recognized as depreciation expense. This is accomplished by the fol-
lowing adjusting entry:

Depreciation expense 607 $   600
Accumulated depreciation—
equipment 141 $   600

Adjustment for depreciation of 
radiology equipment for 20X1

The 20X1 statement of operations will report $600 of depreciation
expense. In the balance sheet at December 31, 20X1, the presentation is the
following:

Equipment, at cost $4,000
Less accumulated depreciation 600
Equipment, net $3,400

Note that accumulated depreciation, the contra asset account, is
shown in the balance sheet as a deduction from the asset account. The result-
ing $3,400 figure is the undepreciated cost of the equipment; it also is
referred to as the “book value” of the equipment. It is not necessarily, how-
ever, the “market value” of the equipment—that is, it is not the price for
which the equipment could be sold by the hospital on December 31, 20X1.

Each year for the next five years, $600 will be recorded as annual
depreciation expense. That is, depreciation will accumulate at the rate of
$600 per year. In the December 31, 20X3, balance sheet, for example, the
presentation will be as follows:

Equipment, at cost $4,000
Less accumulated depreciation 1,800
Equipment, net $2,200

Here, depreciation has accumulated for three years: 20X1–20X3, to a
total of $1,800 ($600 × 3 years). This will continue until the end of 20X6,
at which time the equipment will be fully depreciated and, presumably,
retired from service by the hospital.

What if the equipment is not retired at the end of 20X6? Suppose the
useful life and salvage value estimates turn out to be incorrect. What happens
if the equipment is sold prior to 20X6? These are very interesting questions,
but we must defer a consideration of the answers to subsequent chapters.



HFMA’s Introduction to Hospital  Accounting128

One additional point, however, should be made here. Assume that
the equipment mentioned above was acquired on, say, July 1, 20X1. In that
case, how much depreciation should be taken on the equipment for 20X1?
The answer is a half-year’s depreciation, or $300 ($600 ÷ 12 months × 6
months), because the hospital had the use of the equipment for only six
months. (The hospital may adopt a different policy with respect to this
matter, but we will not discuss it at this time.) Had the equipment been
acquired on December 31, 20X1, no depreciation expense would be
recorded in 20X1 for this equipment.

Adjusting Entries
Returning now to Hoosier Hospital, let us develop the December 31, 20X1,
adjusting entries for depreciation. Land is nondepreciable, but depreciation
must be computed and recorded for the hospital’s buildings and equipment;
buildings and equipment are depreciable assets.

The useful life of Hoosier Hospital’s buildings is estimated to be 50 years.
Salvage value is estimated to be 20 percent of the cost of the buildings, or
$36,000 (20 percent of $180,000). The depreciable cost, then, is $144,000
($180,000 – $36,000), and annual depreciation is $2,880 ($144,000 ÷ 50
years). At December 31, 20X1, the following adjusting entry is required:

Depreciation expense 607 $2,880
Accumulated 
depreciation—buildings 131 $2,880

Adjustment for 20X1 depreciation 
of hospital buildings:

Cost $180,000
Less salvage value (20%) 36,000
Depreciable cost $144,000
$144,000 ÷ 50 years = $2,880

If monthly adjustments were made by Hoosier Hospital during
20X1, this entry would be made for $240 ($2,880 ÷ 12 months) at the end
of each month.

The $2,880 of depreciation on the buildings will appear among the
expenses in Hoosier Hospital’s 20X1 statement of operations. In the process
of closing the books at the end of the year, the depreciation expense account
will be closed. The accumulated depreciation account, however, is not closed;
it is presented in the hospital’s December 31, 20X1, balance sheet in the
manner described earlier. It also is carried forward into 20X2 as one of the
opening balances for that year.

Assume that the estimated useful life of Hoosier Hospital’s equipment is ten
years and that the salvage value is 10 percent, or $6,000 (10 percent of

Depreciation 
of Buildings

Depreciation 
of Equipment
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$60,000). The required adjusting entry at December 31, 20X1, is as follows:

Depreciation expense 607 $   5,400
Accumulated 
depreciation—equipment 141 $5,400

Adjustment for 20X1 depreciation 
of hospital equipment:

Cost $60,000
Less salvage value (10%) 6,000
Depreciable cost $54,000
$54,000 ÷ 10 years = $5,400

In actual practice, the computation of depreciation is complicated by
the fact that hospitals own many different types of equipment that have been
acquired on different dates and that have different useful lives and salvage val-
ues. And, of course, different depreciation methods may be applied to differ-
ent classes of equipment.

Several depreciation expense accounts usually are employed in an actual
situation. To reduce the amount of detail, however, we are using a single depre-
ciation expense account for depreciation of both buildings and equipment.

Revenue Deductions

Turn your attention now to several other accounts in Hoosier Hospital’s
December 31, 20X1, trial balance (see Figure 5.1). The relevant accounts are
as follows:

Acct.
No. Dr. Cr.
104 Accounts receivable $96,600
105 Allowance for uncollectible accounts $      -0-
501 Contractual adjustments 19,400
502 Charity care adjustments 29,200
609 Bad debt expense -0-

You know, of course, that account 104 reflects the uncollected billings
made to patients (or to third-party payers) for hospital services rendered. On
December 31, 20X1, then, $96,600 of Hoosier Hospital’s 20X1 patient services
revenues remain uncollected and in accounts receivable. Account 104 is always
debited (and revenues credited) for all services provided at full, established rates
for those services, regardless of the financial status or medical classification of the
patients served by the hospital. This provides an accounting measurement of the
monetary value of the hospital services rendered during the period.

In fact, hospitals do not always collect their full, established rates for
services rendered. There are several reasons for this situation.
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Contractual Adjustments
The first reason why hospitals often do not collect their full rates concerns
certain third-party contracts. Under these contracts, the hospital has agreed
to provide certain services to a particular group of patients at contract rates
that are less than the hospital’s full rates. The difference generally is not col-
lectible by the hospital from those patients. This uncollectible difference usu-
ally is accumulated in another revenue deduction account called contractual
adjustments (account 501).

To illustrate, assume that Hoosier Hospital provides $10,000 of serv-
ices to certain third-party patients under a contract that provides for 90 per-
cent reimbursement to the hospital. The entries are as follows:

Accounts receivable 104 $10,000
Routine services revenue 401 $6,000
Ancillary services revenue 402 4,000

Services rendered to patients

Cash 101 9,000
Contractual adjustments 501 1,000

Accounts receivable 104 10,000
Collection of third-party accounts at 90%

The $1,000 of lost revenue (10 percent of $10,000) is debited to the
contractual adjustments account that, like charity care adjustments, will be
included in the worksheets to the statement of operations as a deduction
from gross patient services revenues, but will not appear on statements of
operations distributed outside the hospital.

Statement 7 of the HFMA Principles and Practices Board concludes
that revenues be reported net of contractual adjustments in general-purpose
financial statements (see www.hfma.org). In other words, revenues should be
reported at the amount that the third-party payer has an obligation to pay. In
this book, we will treat contractual adjustments as revenue deductions for
preparing worksheets.

Charity Care Adjustments
The second reason why hospitals fail to collect their revenues is that most
hospitals provide services to all who are in need of those services, regardless
of the recipients’ ability to pay. Hospitals render a considerable volume of
services to the financially indigent, either at nominal service rates based on
the patient’s ability to pay or at no charge whatsoever (see www.aha.org for
the American Hospital Association recommendations on this subject). The
difference between the hospital’s established rates for such services and the
amount collected (if any) is called charity care adjustments. The amount of
charity care provided by the hospital is accumulated and reported as a rev-
enue deduction in the charity care adjustments (account 502). Because this
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account reflects “lost revenues,” it has a debit balance. In compliance with
GAAP, which dictate reporting requirements for financial statements distrib-
uted external to the hospital, charity care is reported as a note to the finan-
cial statements. The note should include the hospital’s policy for providing
charity care as well as some indication of the amount of charity care provided.
This amount may be reported as volume of charity care, cost of charity care,
or revenues lost due to charity care. Most hospitals report revenues lost
because it is an easier number to obtain, and lost revenues is a larger amount
than costs, thus making the hospital appear more charitable.

To illustrate, assume that Hoosier Hospital provides certain ancillary
services to a group of charity patients. Established rates for these services
total $174, but the hospital receives nothing.

Two entries are necessary:

Accounts receivable 104 $174
Ancillary services revenue 402 $174

Services rendered to charity patients

Charity care adjustments 502 174
Accounts receivable 104 174

Write-off of patients’ accounts 
to charity care

Bad Debt Expense
A third reason why hospitals fail to collect their revenues is that some patients
who have the financial ability to pay simply do not pay their hospital bills, just
as they may not pay their other bills. If these patients’ accounts remain uncol-
lected after the hospital’s best collection efforts, they are written off as bad
debts. Prior to 1990, hospitals treated bad debts as a deduction from rev-
enues. After 1990, GAAP required hospitals to show bad debt as an operat-
ing expense based on charges lost because of bad debt (account 609). While
reporting charges somewhat exaggerates the impact of bad debt, charges are
more uniformly reported than costs in that hospitals use a variety of ways to
determine costs associated with services provided.

It is very important not to confuse bad debts with charity care. Bad
debts arise from services rendered to patients who are able but unwilling to
pay; charity care services are provided to patients who are unable to pay.

Statement 2 of the HFMA Principles and Practices Board sets 
forth the differentiation between bad debts and charity care, and the time
when the differentiation should be made (see www.hfma.org). 
Prior to providing services, or as soon thereafter as possible in the case of
emergencies, the financial status of patients should be clearly established
so as to permit accurate accounting classifications of all patient services
transactions.
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To illustrate, assume that Hoosier Hospital provides certain ancillary
services to a group of patients who later refuse to pay their bills. Established
rates for these services total $150, but the hospital receives nothing.

Two entries are necessary:

Accounts receivable 104 $150
Ancillary services revenue 402 $150

Services rendered to patients

Bad debt expense 609 150
Accounts receivable 104 150

Write-off of patients’ accounts 
to bad debt

Making Allowances for Revenue Deductions and Bad Debt Expense
In addition to accounting recognition of charity care adjustments, contrac-
tual adjustments, and bad debt expenses during an accounting period, adjust-
ing entries for these revenue deductions also are necessary at the end of the
period. These entries consist of estimates of charity care adjustments, con-
tractual adjustments, and bad debt expenses related to services rendered dur-
ing the period and included in the end-of-period accounts receivable.

This estimated portion of accounts receivable likely to prove uncol-
lectible in the next accounting period is debited to the revenue deduction
accounts and credited to the allowance for uncollectible accounts (account
105). This is done to match gross revenues with related revenue deductions
and bad debt expense in the same accounting period. It is the same principle
described in Chapter 5 as the matching of revenue and expense.

The allowance for uncollectible accounts is a contra asset account. It
is presented in the hospital’s balance sheet as a deduction from accounts
receivable in much the same manner that accumulated depreciation is
deducted from the hospital’s plant assets. Journal entries relating to
allowances for uncollectible accounts are illustrated later in this chapter.

Hoosier Hospital’s December 31, 20X1, trial balance includes account 501,
contractual adjustments, which has a debit balance of $29,200. All of these
revenue deductions were recorded by the hospital in a series of entries, but
the following entry summarizes them:

Contractual adjustments 501 $29,200
Accounts receivables 104 $29,200

Write-off of patients’ accounts to 
contractual adjustments

Contractual
Allowance
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This entry records the contractual adjustments given accounting
recognition during 20X1. At December 31, however, how much of the
$96,600 of accounts receivable will prove to be uncollectible by reason of
contractual adjustments?

If it is possible to identify the contractual adjustments portion of individ-
ual accounts, such amounts should be written off immediately and directly
to the contractual adjustments account. This procedure generally is possi-
ble in part because the hospital should know the amount of the discount it
is contractually obligated to honor and can therefore write the discount off
immediately to the contractual adjustments account. This may necessitate
an automated contract management system. In cases where the hospital
relies on the insurance company to determine the amount of the discount
and writes the discount off at time of payment, the hospital may not be col-
lecting the full amount due from the insurance company. Would the insur-
ance company have a vested interest to underpay the hospital? Sometimes
it is not possible to write off the accounts immediately and directly, and so
an estimate is made of the percentage of accounts receivable likely to prove
uncollectible because of contractual adjustments. Let us assume that only
$20,000 of year-end accounts receivable are subject to contractual adjust-
ments and that an estimated 12 percent of these balances probably will be
uncollected because of such adjustments. The following is the required
December 31, 20X1, adjusting entry:

Contractual adjustments 501 $2,400
Allowance for uncollectible accounts 105 $2,400

Adjustment for estimated portion of 
accounts receivable likely to prove 
uncollectible by reason of contractual 
adjustments (12% of $20,000)

This entry matches the revenue deduction for contractual adjustments
with the related revenues recorded during 20X1.

In 20X2, when $1,900 of 20X1 accounts receivable are found to be
uncollectible by reason of contractual adjustments, the following entry is made:

Allowance for uncollectible accounts 105 $1,900
Accounts receivable 104 $1,900

Write-off of a portion of 20X1 
accounts receivable against the 
allowance for uncollectibles

Had the allowance account not been established by the December 31,
20X1, adjusting entry, the 20X2 write-off above would have been made to

Estimating 
Contractual
Adjustments
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revenue deductions (contractual adjustments) of 20X2. This would have pro-
duced a mismatching of revenues and revenue deductions.

Recall that Hoosier Hospital’s December 31, 20X1, trial balance includes
account 502, charity care adjustments, with a debit balance of $19,400. This
indicates that the hospital, in a series of journal entries, gave accounting
recognition to $19,400 of charity care rendered during 20X1. In a single
summary entry, the following was recorded:

Charity care adjustments 502 $19,400
Accounts receivable 104 $19,400

Write-off of patients’ accounts to 
charity care

Prior to this, when the services were provided to charity patients, entries
were made to record the revenues and establish the accounts receivable.

At year’s end, however, there are $96,600 of accounts receivable. How
much of this $96,600 will not be collected because of charity care? If it is
possible and practicable to identify specific accounts (or portions of specific
accounts) as charity, such accounts (or portions of them) should be written
off immediately and directly to the charity care adjustments account. This
procedure is frequently feasible because charity care patients should be
identified before the time of service for all nonemergent treatments and
services. If not, as in the case of emergency patients who have not been
identified as charity care or, in the case of ongoing treatment to charity care
patients, an estimate generally is made of the percentage of accounts receiv-
able likely not to be collected because of being charity care. Assuming this
percentage to be 5 percent, the necessary adjusting entry at December 31,
20X1, is recorded as follows:

Charity care adjustments 502 $ 4,830
Allowance for uncollectible accounts 105 $ 4,830

Allowance established for estimated 
portion of accounts receivable likely to 
prove uncollectible because of charity 
care (5% of $96,600 = $4,830)

This entry matches the charity care revenue deduction with the related
revenues recorded during 20X1. The entry also establishes the allowance
account so that the accounts receivable will be reported in the December 31,
20X1, balance sheet at net realizable value, or collectible value.

In 20X2, when it is determined that a 20X1 patient account of, say,
$700 is deemed uncollectible by reason of financial indigence, the following
entry is made:

Charity Care
Allowance

Estimating 
Charity Care

Allowance
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Allowance for uncollectible accounts 105 $  700
Accounts receivable 104 $   700

Write-off of 20X1 charity accounts 
to the allowance for uncollectibles

Had the adjusting entry not been made at the end of 20X1 to estab-
lish the allowance account for estimated charity care, the 20X2 write-off
would have been debited to the 20X2 charity care (revenue deductions)
account. And this would have put the debit to charity care in the wrong year!
The charity care was provided in 20X1, not in 20X2.

A third account, bad debt expense (account 609), appears in the December
31, 20X1, trial balance of Hoosier Hospital. Because this account has no bal-
ance, it can be correctly assumed that the hospital has not recognized any bad
debts during 20X1. As of December 31, however, the hospital has $96,600
of accounts receivable. How much of these receivables will prove to be uncol-
lectible by reason of bad debts?

If it can be determined that specific accounts are bad debts on December 31,
those particular accounts should be written off immediately and directly to the
bad debts account—in other words, debit bad debts and credit accounts
receivable. This procedure, however, often is not feasible, particularly with
those accounts that have been on the books only a short time and for which
additional collection efforts will be made in the future. Thus, an estimate must
be made as to the amount of bad debts likely to arise out of the December 31
accounts receivable.

This estimate may be developed as a percentage of accounts receivable
or as a percentage of patient services revenues for the period. It also may be
determined through the preparation of a so-called aging schedule for the
year-end accounts receivable. These methods of estimating bad debts are
described fully in a later chapter. Until we consider them in detail, we will
estimate bad debts simply as a percentage of year-end accounts receivable,
recognizing that this procedure is not always appropriate.

Let us assume, then, that Hoosier Hospital estimates its bad debts at
10 percent of December 31, 20X1, accounts receivable. The required adjust-
ing entry is the following:

Bad debt expense 609 $9,660
Allowance for uncollectible accounts 105 $9,660

Adjustment for estimated portion of 
accounts receivable likely to prove 
uncollectible by reason of bad debt 
(10% of $96,600 = $9,660)

Bad Debts

Determining
Bad Debts
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This entry puts the revenue bad debt expense in the same year in
which the related revenues and accounts receivable arose.

In 20X2, when an individual patient’s account of, say, $950 is deemed
to be a bad debt and therefore uncollectible, the entry is:

Allowance for uncollectible accounts 105 $     950
Accounts receivable 104 $   950

Write-off of a patient’s account 
deemed to be a bad debt

Had the allowance account not been established at the end of 20X1,
the write-off in 20X2 necessarily would have been charged to bad debt
expense of 20X2 (the wrong year, in that the related revenues were recog-
nized in 20X1).

The assumed December 31, 20X1, adjusting entries for contractual adjust-
ments, charity care adjustments, and bad debt expense (and its respective
allowance) are summarized as follows:

Contractual adjustments 501 $  2,400
Allowance for uncollectible accounts 105 $  2,400

Adjustment for estimated amount of 
contractual adjustments in year-end 
accounts receivable

Charity care adjustments 502 4,830
Allowance for uncollectible accounts 105 4,830

Adjustment for estimated charity services 
in year-end accounts receivable

Bad debt expense 609 9,660
Allowance for uncollectible accounts 105 9,660

Adjustment for estimated bad debts 
in year-end accounts receivable

Although a separate allowance account generally is maintained for
each type of revenue deduction and bad debt expense, a single allowance
account is used here to reduce the amount of detail.

Taken together, these entries establish a total credit balance of $16,890
($4,830 + $2,400 + $9,660) in the allowance account. The balance sheet of
Hoosier Hospital at December 31, 20X1, therefore, will report the following:

Accounts receivable $96,600
Less allowance for uncollectible accounts 16,890

Accounts receivable, net (of allowance) $ 79,710

Allowance for
Uncollectible

Accounts
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The $79,710 figure is the net realizable value of the hospital’s accounts
receivable at December 31. It is the amount of the accounts receivable esti-
mated to be collectible in cash in the future (early in 20X2). This balance sheet
valuation of accounts receivable is a GAAP.

Summary of Adjustments for Depreciation and 
Revenue Deductions

In the previous chapter, adjusting journal entries for prepayments and accru-
als were illustrated (see Figure 6.1). Those adjustments were numbered as
entries 1 through 8. Figure 7.1 presents the adjusting entries discussed in this
chapter as entries 9 through 13. Entries 9 and 10 are for depreciation
expense; entries 11 through 13 are for revenue deductions and bad debt
expense. The next chapter pulls together all 13 adjusting entries and prepares
the 20X1 financial statements for Hoosier Hospital.

Entry Acct
No. Accounts and Explanations No. Dr. Cr.

9 Depreciation expense 607 $2,880
Accumulated depreciation—

buildings 131 $2,880
Adjustment for 20X1 depreciation 
of hospital buildings

10 Depreciation expense 607 5,400
Accumulated depreciation—

equipment 141 5,400
Adjustment for 20X1 depreciation 
of hospital equipment

11 Contractual adjustments 501 2,400
Allowance for uncollectible accounts 105 2,400

Adjustment for estimated 
contractual adjustments in year-end 
accounts receivable

12 Charity care adjustments 502 4,830
Allowance for uncollectible accounts 105 4,830

Adjustment for estimated charity 
care in year-end accounts receivable

13 Bad debt expense 609 9,660
Allowance for uncollectible accounts 105 9,660

Adjustment for estimated bad debts 
in year-end accounts receivable

FIGURE 7.1
Hoosier 
Hospital 20X1
Journal
(Adjusting
Entries)



HFMA’s Introduction to Hospital  Accounting138

Questions

Q7.1. What is a contra asset account? Give two examples of such an account.
Q7.2. Define depreciation as the term is used in accounting.
Q7.3. For plant assets, what is salvage value? How is the amount of 

salvage value determined for a particular asset?
Q7.4. How is the estimated useful life of a plant asset determined?
Q7.5. Gordon Hospital purchased a new item of equipment for $15,000 

on January 1, 20X1. This equipment has an estimated useful life of 
ten years and an expected salvage value of 20 percent. Compute the
amount of straight-line depreciation for 20X1.

Q7.6. For depreciable plant assets, what is meant by the term “book value”?
Q7.7. Is land a depreciable asset? Explain.
Q7.8. Gravity Hospital purchased a new item of equipment on January 1,

20X1. The equipment has an estimated useful life of ten years and an 
expected salvage value of 20 percent. Gravity Hospital’s December 31,
20X5, balance sheet reports $10,000 of accumulated depreciation 
on this equipment. What was the cost of the equipment when it 
was acquired on January 1, 20X1?

Q7.9. Gamma Hospital purchased a new item of equipment for $40,000 
on May 1, 20X1. The equipment has an estimated useful life of ten 
years and an expected salvage value of $4,000. What amount 
should be reported as accumulated depreciation on this equipment 
in Gamma Hospital’s December 31, 20X2, balance sheet?

Q7.10. Hospitals do not always collect their full, established rates for 
services rendered. Explain why this situation exists.

Q7.11. Distinguish among contractual adjustments, charity care adjustments, 
and bad debt expense.

Q7.12. At what amount should patients’ accounts receivable be valued in a 
hospital’s balance sheet?

Exercises

E7.1. Garry Hospital provides $1,600 of routine services and $1,400 of 
ancillary services to a patient under a third-party contract that 
provides for 85 percent reimbursement to the hospital. The remain-
ing 15 percent is not billable to the patient. 
Required: Make general journal entries to record (1) the services 
rendered to the patient and (2) the collection of the patient’s account.

E7.2. Great Hospital has $100,000 of accounts receivable at December 31, 
20X1. It is estimated that 9 percent of these accounts will eventually
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prove to be bad debts and, therefore, uncollectible. During 20X2, 
$8,300 of the 20X1 accounts receivable are written off as bad debts. 
Required: Make general journal entries to record (1) the estimated 
bad debts at December 31, 20X1, and (2) the write-off of bad 
accounts during 20X2.

E7.3. Goodcare Hospital has $100,000 of accounts receivable at
December 31, 20X1. It is estimated that 7 percent of these accounts
will be uncollectible by reason of charity care, 10 percent will not be 
collectible because of contractual adjustments, and 4 percent will 
prove to be bad debts. 
Required: (1) Make the necessary adjusting entries at December 31, 
20X1, and (2) indicate how the receivables should be reported in 
the hospital’s balance sheet for December 31, 20X1.

E7.4. Gracious Hospital purchased the following plant assets on 
January 1, 20X1:

Estimated 
Cost Salvage Value Useful Life (Years)

Land $ 100,000
Buildings 8,000,000 $1,600,000 40
Equipment 4,500,000 500,000 20

Required: (1) Assuming straight-line depreciation, what is the 
depreciation expense for 20X4? (2) At what amount, net of 
accumulated depreciation, would these assets be presented in the 
balance sheet of the hospital at December 31, 20X6?

E7.5. Golly Hospital purchased equipment with the following costs:

Estimated 
Purchase Date Cost Useful Life (Years)

1/1/X1 $ 100,000 8
4/1/X1 200,000 10
7/1/X1 300,000 6

Required: All equipment has a 20 percent salvage value. What is 
depreciation expense for 20X1?

Problems

P7.1. Goodness Hospital’s general ledger contains the following unadjusted
account balances, among others, at December 31, 20X1:
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Acct.
No.
104 Accounts receivable $    850,000
105 Allowance for uncollectible accounts -0-
120 Land 25,000
130 Buildings 3,000,000
131 Accumulated depreciation—buildings -0-
140 Equipment 1,800,000
141 Accumulated depreciation—equipment -0-
501 Contractual adjustments -0-
502 Charity care adjustments -0-
607 Depreciation expense -0-
609 Bad debt expense -0-

The following additional information is available:

1. Of the December 31, 20X1, accounts receivable, it is estimated
that 15 percent will prove to be uncollectible due to these factors:

Contractual adjustments, 6%
Charity care adjustments, 4%
Bad debt expense, 5%

2. The hospital building, which was acquired on January 1, 20X1,
has an estimated useful life of 40 years and an expected salvage
value of $200,000.

3. Equipment, which cost $1,500,000, was acquired on January 1,
20X1. Additional equipment was acquired on July 1, 20X1, for
$300,000. All equipment has a 20 percent salvage value and an
estimated useful life of ten years.

Required: Prepare, in general journal form, all necessary adjusting 
entries at December 31, 20X1.

P7.2. Certain of the accounts in Gateway Hospital’s preadjusted trial 
balance at December 31, 20X6, are as follows:

Acct.
No.
102 Temporary investments $     60,000
103 Accrued interest receivable -0-
104 Accounts receivable 940,000
105 Allowance for uncollectible accounts 3,000
107 Prepaid insurance 1,800
120 Land 50,000
130 Buildings 4,000,000
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131 Accumulated depreciation—buildings 450,000
140 Equipment 1,900,000
141 Accumulated depreciation—equipment 750,000
203 Accrued interest payable -0-
205 Deferred rental income 3,000
250 Bonds payable 100,000
403 Interest income 2,875
404 Rental income 1,780
501 Contractual adjustments 71,300
502 Charity care adjustments 56,290
604 Insurance expense 11,450
607 Depreciation expense -0-
608 Interest expense 9,230
609 Bad debt expense -0-

The following additional information is available:

1. The hospital’s temporary investments consist of $60,000 (face
value) of 8 percent bonds that were acquired on October 1, 20X7.
These bonds pay interest annually on October 1, commencing
October 1, 20X7.

2. Account 105 is used only for estimated bad debts; charity care
adjustments and contractual adjustments are charged directly to
accounts 502 and 501, respectively. The $3,000 credit balance
in account 105 here represents the excess of estimated bad debts
at December 31, 20X5, over the actual bad debts written off
during 20X6. It is estimated that all of the December 31, 20X6,
accounts receivable are collectible except for 5 percent that
probably will prove to be bad debts.

3. Account 107 includes a three-year insurance premium paid in
advance on June 1, 20X6.

4. The hospital building, which was acquired on January 1, 20X1,
has an estimated useful life of 40 years and an expected 10 per-
cent salvage value.

5. All the equipment was acquired on January 1, 20X1. It has an
estimated useful life of 12 years and a $100,000 salvage value.

6. Account 202 represents the face amount of a 12 percent, six-
month bank loan obtained by the hospital on November 1, 20X6.
Interest on the note was not prepaid.

7. Account 205 represents a year’s rent received in advance on
March 1, 20X6.

Required: Prepare, in general journal form, the necessary adjusting 
entries for December 31, 20X6.
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P7.3. Gaterburg Hospital’s general ledger contains the following unad-
justed account balances, among others, for December 31, 20X5:

Acct.
No.
104 Accounts receivable $120,000
105 Allowance for uncollectible accounts -0-
120 Land 15,000
130 Buildings 900,000
131 Accumulated depreciation—buildings 80,000
140 Equipment 450,000
141 Accumulated depreciation—equipment 120,000
501 Contractual adjustments -0-
502 Charity care adjustments -0-
607 Depreciation expense -0-
609 Bad debt expense -0-

The following additional information is available:

1. Of the December 31, 20X5, accounts receivable, it is estimated
that 17 percent will prove to be uncollectible due to the following:
a. Contractual adjustments, 7 percent
b. Charity care adjustments, 6 percent
c. Bad debt expense, 4 percent

2. The hospital building was acquired on January 1, 20X1. It has
an estimated useful life of 40 years and an estimated salvage
value of $100,000.

3. On January 1, 20X1, the hospital acquired $400,000 of equip-
ment having an estimated useful life of 12 years and an estimated
salvage value of 10 percent. Additional equipment, costing
$50,000 and acquired on May 1, 20X5, has an estimated useful
life of eight years and an estimated salvage value of $2,000.

Required: (1) Prepare, in general journal form, the necessary adjusting
entries at December 31, 20X5. (2) Indicate the manner in which 
receivables should be presented in the hospital’s December 31, 20X5,
balance sheet. (3) Indicate the presentation of plant assets in the 
hospital’s December 31, 20X5, balance sheet.
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8
CHAPTER

ACCOUNTING CYCLE SUMMARY

Chapter 5 began an illustration explaining the 20X1 financial activities
of the hypothetical Hoosier Hospital. That illustration was continued
in Chapters 6 and 7. Now we want to summarize quickly the discus-

sion in those chapters and proceed to complete the accounting cycle for
Hoosier Hospital. A summary of all of the procedures involved in the cycle
is presented in Figure 8.1. This diagram is quite similar to the one presented
for the annual accounting cycle in Chapter 4 (see Figure 4.8). Here, how-
ever, we have included the adjustment process.

FIGURE 8.1
Summary of
Accounting
Procedure

Documentary
evidence

Adjusting 
entries

Adjusted 
trial balance

Transaction
entries

JOURNAL

LEDGER

Chart
of accounts

Closing
entries

Postclosing
trial balance

(1)

Worksheet

(3)

(10)

Statement of
net assets

(4)

Statement of
operations

Balance sheet

(2) (6) (9)

(8)(5)

(7)



HFMA’s Introduction to Hospital  Accounting144

Journalizing and Posting Transaction Entries

Recall that Hoosier Hospital opened on January 1, 20X1. Over the course of
the year, thousands of business transactions were completed with patients,
third-party payers, suppliers, employees, and others. As these transactions
occurred, documentary evidence was used as a basis for the development of
transaction entries. These entries were journalized in the hospital’s 20X1
journal (step 1 in Figure 8.1) to provide a chronological record of the
increase and decrease effects of the transactions on the accounting classifica-
tions set forth in the hospital’s chart of accounts. At the end of the year, the
transaction entries were posted from the journal to the ledger (step 2 in Fig-
ure 8.1), and the year-end balance of each account was determined. These
balances then were arranged in a preadjusted trial balance and entered on a
worksheet (step 3 in Figure 8.1). The previously illustrated trial balance is
repeated here as Figure 8.2.

Expansion of the Worksheet

Instead of preparing a separate preadjusted trial balance, we could enter the
trial balance directly on the worksheet, as shown in Figure 8.3. This worksheet
is used to develop the necessary adjusting entries. Each of the trial balance
accounts is carefully scrutinized to determine the need for an adjustment of its
balance. As these adjustments are determined, they are entered in the adjust-
ments column of the worksheet (but not in the journal at this time). When all
of the adjustments have been made, the adjusted balances of the accounts are
extended into the columns for adjusted balances on the worksheet.

Completing the Worksheet
The worksheet then is completed by the extension of the adjusted balances
into the appropriate statement columns. In footing the statement columns,
the excess of revenues over expenses for the year and the hospital’s year-end
net assets balance are determined. Naturally, the various columns of the
worksheet must balance.

Financial Statements

The next procedure in the accounting cycle (step 4 in Figure 8.1) is the
preparation of the financial statements (statement of operations, statement of
net assets, and balance sheet) for 20X1 for Hoosier Hospital. These state-
ments are prepared directly from the information contained in the worksheet.
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Acct. 
No. Account Titles Dr. Cr.

101 Cash $  38,300
102 Temporary investments 12,000
103 Accrued interest receivable -0-
104 Accounts receivable 96,600
105 Allowance for uncollectible accounts $           -0-
106 Inventory 10,500
107 Prepaid insurance 3,600
108 Prepaid rent 1,080
109 Prepaid interest 720
120 Land 25,000
130 Buildings 180,000
131 Accumulated depreciation—buildings -0-
140 Equipment 60,000
141 Accumulated depreciation—equipment -0-
201 Accounts payable 29,840
202 Notes payable 18,000
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
205 Deferred rental income 4,200
206 Deferred tuition income 2,160
250 Bonds payable 80,000
301 Hospital net assets 225,000
302 Revenue and expense summary -0-
401 Routine services revenue 151,300
402 Ancillary services revenue 137,400
403 Interest income -0-
404 Rental income -0-
405 Tuition income -0-
406 Other operating revenues 27,100
501 Contractual adjustments 29,200
502 Charity care adjustments 19,400
601 Salaries and wages expense 139,600
602 Supplies expense 28,600
603 Utilities expense 14,400
604 Insurance expense -0-
605 Repairs expense 8,300
606 Rent expense -0-
607 Depreciation expense -0-
608 Interest expense -0-
609 Bad debt expense -0-
610 Other expenses 7,700

Totals $675,000 $675,000

FIGURE 8.2
Hoosier 
Hospital 
Preadjusted
Trial Balance,
December 31,
20X1
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Hospital net assets, January 1 $225,000
Excess of revenues over expenses for 20X1 27,620
Hospital net assets, December 31 $252,620

Gross patient services revenues:
Routine services $151,300
Ancillary services 37,400

Gross patient services revenues $288,700
Less revenue deductions:

Contractual adjustments 21,800
Charity care adjustments 34,030

Total revenue deductions 55,830 

Net patient services revenues 232,870
Other operating revenues:

Rent 1,750
Tuition 960
Other 27,100

Total other operating revenues 29,810

Total operating revenues 262,680
Less operating expenses:

Salaries and wages 152,600
Supplies 28,600
Utilities 14,400
Insurance 1,200
Repairs 8,300
Rent 720
Depreciation 8,280
Interest 3,840
Bad debt 9,660
Other 7,700

Total operating expenses 235,300

Operating income 27,380
Nonoperating income (interest) 240

Excess of revenue over expenses for the year $  27,620

FIGURE 8.4
Hoosier 
Hospital 

Statement of
Operations,
Year Ended

December 31,
20X1

FIGURE 8.5
Hoosier Hospital

Statement of
Hospital Net

Assets, Year
Ended Decem-

ber 31, 20X1
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Preparing the Financial Statements
Figure 8.4 illustrates Hoosier Hospital’s 20X1 statement of operations; 
Figure 8.5, the statement of hospital net assets; and Figure 8.6, the balance
sheet. Because these statements are somewhat more sophisticated than the
ones previously illustrated, you should give them careful study.

Assets
Cash $ 38,300
Temporary investments 12,000
Accrued interest receivable 240

Accounts receivable $96,600
Allowance for uncollectible accounts 16,890 

Accounts receivable, net of allowances 79,710
Inventory 10,500
Prepaid insurance 2,400
Prepaid rent 360
Prepaid interest 480
Total current assets 143,990

Land 25,000
Buildings $180,000
Accumulated depreciation—buildings 2,880
Buildings, net of depreciation 177,120
Equipment 60,000
Accumulated depreciation—equipment 5,400 
Equipment, net of depreciation 54,600
Total long-term assets 256,720

Total assets $400,710

Liabilities and Net Assets
Accounts payable $29,840
Notes payable 18,000
Accrued interest payable 3,600
Accrued salaries and wages 13,000
Deferred rental income 2,450
Deferred tuition income 1,200
Total current liabilities $ 68,090

Bonds payable 80,000

Total liabilities 148,090

Hospital net assets 252,620

Total liabilities and net assets $400,710

FIGURE 8.6
Hoosier 
Hospital 
Balance Sheet,
December 31,
20X1
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Entry Acct
No. Accounts and Explanations No. Dr. Cr.

1 Insurance expense 604 $  1,200
Prepaid insurance 107 $  1,200

Adjustment for portion of prepaid 
premium that expired during 20X1 
(see Chapter 5)

2 Rent expense 606 720
Prepaid rent 108 720

Adjustment to record rent expense 
for May through December 20X1, 
at $90 per month (see Chapter 5)

3 Interest expense 608 240
Prepaid interest 109 240

Adjustment for interest on bank loan 
for November and December 20X1 
(see Chapter 5)

4 Interest expense 608 3,600
Accrued interest payable 203 3,600

Adjustment for 6 months’ interest 
accrued on bonds since July 1, 20X1 
(see Chapter 5)

5 Salaries and wages expense 601 13,000
Accrued salaries and wages payable 204 13,000

Adjustment for accrued payroll for the 
month of December 20X1 (see Chapter 5)

6 Deferred rental income 205 1,750
Rental income 404 1,750

Adjustment for 5 months of rental 
income earned from provision of office 
space for physicians (see Chapter 6)

7 Deferred tuition income 206 960
Tuition income 405 960

Adjustment for tuition income earned 
in 20X1 (see Chapter 6)

8 Accrued interest receivable 103 240
Interest income 403 240

Adjustment for 3 months’ interest on 
temporary investment in government 
bonds (see Chapter 6)

FIGURE 8.7
Hoosier 

Hospital 20X1
Journal

(Adjusting
Entries)

Continued
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Journalizing and Posting Adjusting Entries

After the financial statements are distributed to Hoosier Hospital’s manage-
ment, governing board, and other interested parties, the accountant returns
to the journal to journalize the adjusting entries for the year (step 5 in 
Figure 8.1). This is illustrated in Figure 8.7.

Once they are journalized, the adjusting entries are posted to the
ledger (step 6 in Figure 8.1). The postings of these entries to Hoosier Hos-
pital’s ledger accounts are shown in Figure 8.8. There, the unadjusted bal-
ances in the ledger accounts are unlabeled, and the adjusted balances are
encircled. Keep in mind as you examine Figure 8.8 that the postings of
adjusting entries are numbered 1 through 13. You may wish to trace each of
these postings from the journal (see Figure 8.7).

Entry Acct
No. Accounts and Explanations No. Dr. Cr.

FIGURE 8.7
(Continued)
Hoosier 
Hospital 20X1
Journal
(Adjusting
Entries)

9 Depreciation expense 607 2,880
Accumulated depreciation—
buildings 131 2,880

Adjustment for 20X1 depreciation 
of hospital building (see Chapter 7)

10 Depreciation expense 607 5,400
Accumulated depreciation—
equipment 141 5,400

Adjustment for 20X1 depreciation 
of hospital equipment (see Chapter 7)

11 Contractual adjustments 501 2,400
Allowance for uncollectible accounts 105 2,400

Adjustment for estimated contractual 
adjustments in year-end accounts 
receivable (see Chapter 7)

12 Charity care adjustments 502 4,830
Allowance for uncollectible accounts 105 4,830

Adjustment for estimated charity care 
in year-end accounts receivable 
(see Chapter 7)

13 Bad debt expense 609 9,660
Allowance for uncollectible accounts 105 9,660

Adjustment for estimated bad debts in 
year-end accounts receivable 
(see Chapter 7)
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Temporary Accrued Interest
Cash 101 Investments 102 Receivable 103

38,300 12,000 (8) 240
38,300 12,000 240

Allowance for
Accounts Uncollectible

Receivable 104 Accounts 105 Inventory 106
96,600 (11) 4,830 10,500
96,600 (12) 2,400 10,500

(13) 9,660
16,890

Prepaid Prepaid 
Insurance 107 Prepaid Rent 108 Interest 109

3,600 (1) 1,200 1,080 (2) 720 720 (3) 240
2,400 360 480

Accum. Depreciation—
Land 120 Building 130 Building 131

25,000 180,000 (9) 2,880
25,000 180,000 2,880

Accum. Depreciation— Accounts
Equipment 140 Equipment 141 Payable 201

25,000 (10) 5,400 29,840
25,000 5,400 29,840

Accrued Salaries
Notes Accrued Interest and Wages
Payble 202 Payable 203 Payable 204

18,000 (4) 3,600 (5) 13,000
18,000 3,600 13,000

Deferred Rental Deferred Tuition Bonds
Income 205 Income 206 Payable 250

(6) 1,750 4,200 (7) 960 2,160 80,000
2,450 1,200 80,000

Hospital Revenue and Expense Routine Services
Net Assets 301 Summary 302 Revenue 401

225,000 151,300
225,000 151,300

FIGURE 8.8
Hoosier 

Hospital 20X1
Ledger (With

Adjusting
Entries)

Continued
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Preparing an Adjusted Trial Balance
After the adjusting entries are posted and adjusted balances are obtained in
the ledger accounts, the adjusted balances may be arranged in an adjusted
trial balance (step 7 in Figure 8.1). Hoosier Hospital’s adjusted trial balance
is not illustrated here because an adjusted trial balance appears on the work-
sheet in Figure 8.2.

Journalizing and Posting Closing Entries

The next procedure in the accounting cycle is the preparation of closing
entries. The entries are recorded in the journal (step 8 in Figure 8.1) as

FIGURE 8.8
(Continued)
Hoosier 
Hospital 20X1
Ledger (With
Adjusting
Entries)

Ancillary Services Interest Rental 
Revenue 402 Income 403 Income 404

137,400 (8) 240 (6) 1,750
137,400 240 1,750

Tuition Other Operating Contractual
Income 405 Revenues 406 Adjustments 501

(7) 960 27,100 29,200
960 27,100 (11) 2,400

21,800

Charity Care Salaries and Wages Supplies
Adjustments 502 Expense 601 Expense 602

19,400 139,600 28,600
(12) 4,830 (5) 13,000 28,600

34,030 152,600

Utilities Insurance Repairs
Expense 603 Expense 604 Expense 605

14,400 (1) 1,200 8,300
14,400 1,200 8,300

Rent Depreciation Interest
Expense 606 Expense 607 Expense 608

(2) 720 (9) 2,880 (3) 240
720 (10) 5,400 (4) 3,600

8,280 3,840

Bad Debt Other 
Expense 609 Expenses 610

(13) 9,660 7,700
9,660 7,700
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shown in Figure 8.9. Notice that the closing entries are numbered 14
through 17. In addition to the closing of revenue and expense accounts, the
revenue deduction accounts also must be closed, as indicated in entry 15.

Posting Closing Entries to the Ledger
The closing entries are now posted to the ledger (step 9 in Figure 8.1), as
illustrated in Figure 8.10. When this is completed, the revenue, revenue
deduction, and expense accounts are double-ruled to indicate that those
accounts are closed.

Entry Acct
No. Accounts and Explanations No. Dr. Cr.

14 Routine services revenue 401 $ 151,300
Ancillary services revenue 402 137,400
Interest income 403 240
Rental income 404 1,750
Tuition income 405 960
Other operating revenues 406 27,100

Revenue and expense summary 302 $318,750
To close revenue accounts

15 Revenue and expense summary 302 55,830
Contractual adjustments 501 21,800
Charity care adjustments 502 34,030

To close revenue deduction accounts

16 Revenue and expense summary 302 235,300
Salaries and wages expense 601 152,600
Supplies expense 602 28,600
Utilities expense 603 14,400
Insurance expense 604 1,200
Repairs expense 605 8,300
Rent expense 606 720
Depreciation expense 607 8,280
Interest expense 608 3,840
Bad debt expense 609 9,660
Other expenses 610 7,700

To close expense accounts

17 Revenue and expense summary 302 27,620
Hospital net assets 301 27,620

To close revenue and expense 
summary account and add excess 
of revenues over expenses to net assets

FIGURE 8.9
Hoosier 

Hospital 20X1
Journal 

(Closing
Entries)
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Temporary Accrued Interest
Cash 101 Investments 102 Receivable 103

38,300 12,000 (8) 240
38,300 12,000 240

Allowance for
Accounts Uncollectible

Receivable 104 Accounts 105 Inventory 106
96,600 (11) 4,830 10,500
96,600 (12) 2,400 10,500

(13) 9,660
16,890

Prepaid Prepaid 
Insurance 107 Prepaid Rent 108 Interest 109

3,600 (1) 1,200 1,080 (2) 720 720 (3) 240
2,400 360 480

Accum. Depreciation—
Land 120 Buildings 130 Buildings 131

25,000 180,000 (9) 2,880
25,000 180,000 2,880

Accum. Depreciation— Accounts
Equipment 140 Equipment 141 Payable 201

60,000 (10) 5,400 29,840
60,000 5,400 29,840

Accrued Salaries
Notes Accrued Interest and Wages
Payble 202 Payable 203 Payable 204

18,000 (4) 3,600 (5) 13,000
18,000 3,600 13,000

Deferred Rental Deferred Tuition Bonds
Income 205 Income 206 Payable 250

(6) 1,750 4,200 (7) 960 2,160 80,000
2,450 1,200 80,000

Hospital Revenue and Expense Routine Services
Net Assets 301 Summary 302 Revenue 401

225,000 (15) 65,490 (14) 318,750 (14) 151,300 151,300
(17)27,620 (16)225,640

252,620 (17) 27,620

FIGURE 8.10
Hoosier 
Hospital 20X1
Ledger 
(With Closing
Entries)

Continued
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Preparing a Postclosing Trial Balance
The last step in the accounting cycle is the preparation of a postclosing trial
balance (step 10 in Figure 8.1). The December 31, 20X1, postclosing trial
balance for Hoosier Hospital is illustrated in Figure 8.11. Note that the
remaining balances are those for asset, liability, and net assets accounts only.
It is with these balances that Hoosier Hospital will begin the new year, 20X2.
On January 1, 20X2, a new accounting cycle commences.

Questions

Q8.1. List and describe briefly each of the ten major steps in a complete 
accounting cycle.

Q8.2. “Annual financial statements cannot be prepared until the books are 
closed for the year.” Do you agree or disagree? Explain your answer.

Q8.3. The following is a random listing of accounting procedures. Indicate
the normal sequence in which these procedures are performed.

FIGURE 8.10
(Continued)

Hoosier 
Hospital 20X1

Ledger 
(With Closing

Entries)

Ancillary Services Interest Rental 
Revenue 402 Income 403 Income 404

(14)137,400 137,400 (14) 240 (8) 240 (14) 1,750 (6) 1,750

Tuition Other Operating Contractual
Income 405 Revenues 406 Adjustments 501

(14) 960 (7) 960 (14)27,100 27,100 29,200 (15)21,800
(11) 2,400

Charity Care Salaries and Wages Supplies
Adjustments 502 Expense 601 Expense 602

19,400 (15)34,030 139,600  (16) 152,600 28,600 (16)28,600
(12) 4,830 (5) 13,000

Utilities Insurance Repairs
Expense 603 Expense 604 Expense 605

14,400 (16)14,400 (1) 1,200 (16) 1,200 8,300 (16) 8,300

Rent Depreciation Interest
Expense 606 Expense 607 Expense 608

(2) 720 (16) 720 (9) 2,880 (16) 8,280 (3) 240 (16) 3,840
(10) 5,400 (4) 3,600

Bad Debt Other 
Expense 609 Expenses 610

(13) 9,660 (15) 9,660 7,700 (16) 7,700
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a. Prepare financial statements.
b. Journalize closing entries.
c. Post adjusting entries to the ledger.
d. Prepare the general worksheet.
e. Journalize transaction entries.
f. Post closing entries to the ledger.
g. Prepare adjusted trial balance.
h. Post transaction entries to the ledger.
i. Prepare postclosing trial balance.
j. Journalize adjusting entries.

Q8.4. Garden Hospital paid a three-year insurance premium of $3,600 in
advance on January 1, 20X1, debiting the $3,600 to the prepaid 
account. At the end of the year, the necessary adjusting entry was 
not made, and the omission was not discovered. What effect would 
this error have on total assets, total liabilities, and hospital net assets,
as reported in the hospital’s balance sheet for December 31, 20X1?

Acct. 
No. Accounts and Titles Dr. Cr.

101 Cash $  38,300
102 Temporary investments 12,000
103 Accrued interest receivable 240
104 Accounts receivable 96,600
105 Allowance for uncollectible accounts $  16,890
106 Inventory 10,500
107 Prepaid insurance 2,400
108 Prepaid rent 360
109 Prepaid interest 480
120 Land 25,000
130 Buildings 180,000
131 Accumulated depreciation—buildings 2,880
140 Equipment 60,000
141 Accumulated depreciation—equipment 5,400
201 Accounts payable 29,840
202 Notes payable 18,000
203 Accrued interest payable 3,600
204 Accrued salaries and wages payable 13,000
205 Deferred rental income 2,450
206 Deferred tuition income 1,200
250 Bonds payable 80,000
301 Hospital net assets 252,620

Totals $425,880 $425,880

FIGURE 8.11
Hoosier 
Hospital 
Postclosing
Trial Balance,
December 31,
20X1
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Q8.5. Goshen Hospital paid an account payable of $4,500 during 
December 20X1. In the transaction entry, however, the debit was 
made to supplies expense. The error was not discovered until after 
the financial statements for 20X1 were prepared. What effect would
this error have on total assets, total liabilities, and hospital net assets, 
as reported in the hospital’s December 31, 20X1, balance sheet?

Q8.6. Gibson Hospital received $2,300 in payment of a patient’s
account receivable on December 27, 20X1. In the transaction 
entry, however, the credit was made erroneously to routine service 
revenues. The error was not discovered until after the financial 
statements for 20X1 were prepared. What effect would this error 
have on total assets, total liabilities, and hospital net assets, as 
reported in the hospital’s December 31, 20X1, balance sheet?

Exercises

E8.1. Getwell Hospital provides you with the following information:

12/31/X2 12/31/X1
Accrued interest receivable $4,100 $3,900
Prepaid interest 6,400 5,700
Accrued interest payable 3,200 3,600
Deferred interest income 4,800 5,300

In 20X2, the hospital received $38,000 of interest in cash and paid 
$54,000 of interest. 
Required: What should be reported in the hospital’s 20X2 statement
of operations as (1) interest expense and (2) interest income?

E8.2. Goodwill Hospital provides you with the following information 
from its 20X2 general ledger:

Revenue and Expense
Summary 302

899,204 964,382
65,178

Required: Assuming the hospital net assets at December 31, 20X1, were
$516,894, what were the hospital net assets at December 31, 20X2?

E8.3. Goodhope Hospital provides you with the following information:

12/31/X2 12/31/X1
Deferred rental income $8,000 $7,500
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Prepaid rent 7,400 8,200
Accrued rent receivable 6,300 6,200
Accrued rent payable 5,100 5,900

The hospital’s 20X2 statement of operations reports rental income 
of $40,000 and rental expense of $60,000.
Required: (1) What was the amount of rent received in cash during 
20X2? (2) What was the amount of rent paid in cash during 20X2?

E8.4. Goodcare Hospital follows an accounting policy under which all 
income received in cash is credited to income, and all expense paid 
in cash is debited to expense. At the end of each month, adjusting 
entries are made for prepayments and accruals. The prepayments 
and accruals at the end of January 20X2 were as follows:

Prepaid expenses $4,000
Prepaid income 3,000
Accrued expenses 6,000
Accrued income 5,000

Required: If the necessary adjusting entries are not made on 
January 31, 20X2, by what amount would the January excess of 
revenues over expenses be overstated (or understated) for (1) prepaid
expenses, (2) prepaid income, (3) accrued expenses, and (4) 
accrued income?

Problems

P8.1. Given here is the preadjusted trial balance of Greatville Hospital at 
December 31, 20X1, the end of the hospital’s current fiscal year:

Acct.
No. Dr. Cr.
101 Cash $ 31,600
102 Temporary investments 15,000
103 Accrued interest receivable -0-
104 Accounts receivable 102,400
105 Allowance for uncollectible accounts $  -0-
106 Inventory 11,600
107 Prepaid insurance 1,980
108 Prepaid rent 2,100
109 Prepaid interest 1,200
120 Land 22,000
130 Buildings 175,000



HFMA’s Introduction to Hospital  Accounting160

131 Accumulated depreciation—buildings -0-
140 Equipment 80,000
141 Accumulated depreciation—equipment -0-
201 Accounts payable 31,300
202 Notes payable 20,000
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
205 Deferred rental income 1,680
206 Deferred tuition income 1,215
250 Bonds payable 100,000
301 Hospital net assets 207,085
302 Revenue and expense summary -0-
401 Routine services revenue 169,300
402 Ancillary services revenue 128,700
403 Interest income -0-
404 Rental income -0-
405 Tuition income -0-
406 Other operating revenues 29,800
501 Contractual adjustments 20,300
502 Charity care adjustments 28,200
601 Salaries and wages expense 141,200
602 Supplies expense 27,300
603 Utilities expense 15,100
604 Insurance expense -0-
605 Repairs expense 7,600
606 Rent expense -0-
607 Depreciation expense -0-
608 Interest expense -0-
609 Bad debt expense -0-
610 Other expenses 6,500

Totals $689,080 $689,080

The following additional information is available:

1. The temporary investment consists of $15,000 (face value) of 8
percent bonds acquired by the hospital on October 1, 20X1.
These bonds pay interest annually on October 1, commencing
October 1, 20X2.

2. Of the December 31, 20X1, accounts receivable, it is estimated
that 12 percent will eventually prove uncollectible by reason of
(1) contractual adjustments, 5 percent; (2) charity care, 4 
percent; and (3) bad debts, 3 percent.

3. A three-year insurance premium of $1,980 was paid in advance
by the hospital on January 1, 20X1.
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4. The hospital prepaid a year’s rent of $2,100 on June 1, 20X1.
5. On November 1, 20X1, the hospital borrowed $20,000 from a

bank by issuing a six-month, 12 percent note. Interest on the
note was prepaid.

6. The hospital building, which was acquired on January 1, 20X1,
has an estimated useful life of 40 years and a salvage value of
$15,000.

7. The equipment, which was acquired on January 1, 20X1, has
an estimated useful life of eight years and a 10 percent salvage
value.

8. On April 1, 20X1, the hospital issued $100,000 of 15-year, 6
percent bonds at face value. These bonds pay interest annually
on April 1, commencing April 1, 20X2.

9. Unpaid salaries and wages at December 31, 20X1, totaled
$15,600.

10. The hospital received one year’s rent of $1,680 in advance on
March 1, 20X1.

11. On September 1, 20X1, the hospital received nine months’
tuition in advance in connection with one of its educational
programs.

Required: (1) Prepare a worksheet to develop financial statements 
in the manner illustrated in Figure 8.3. (2) Prepare, in good form, 
a complete set of financial statements for 20X1.

P8.2. Certain of the adjusted balances in the ledger of Gatorberg Hospital
at December 31, 20X1, the end of the hospital’s current fiscal year, 
are provided here:

Acct.
No.
301 Hospital net assets $275,000
302 Revenue and expense summary -0-
401 Routine services revenue 159,700
402 Ancillary services revenue 101,800
403 Interest income 2,600
404 Rental income 1,900
405 Tuition income 1,500
406 Other operating revenues 29,800
501 Contractual adjustments 42,300
502 Charity care adjustments 31,700
601 Salaries and wages expense 145,900
602 Supplies expense 21,500
603 Utilities expense 12,300
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604 Insurance expense 2,300
605 Repairs expense 4,100
606 Rent expense 2,800
607 Depreciation expense 9,400
608 Interest expense 1,400
609 Bad debt expense 11,600
610 Other expenses 7,200

Required: (1) Prepare, in general journal form, the necessary closing
entries for the year ended December 31, 20X1. (2) Prepare, in good
form, the 20X1 statement of operations for Gatorberg Hospital.

P8.3. The following is the preadjusted trial balance of Grandtown Hospital
at December 31, 20X1, the end of the hospital’s current fiscal year:

Acct.
No. Dr. Cr.
101 Cash $ 37,500
102 Temporary investments 30,000
103 Accrued interest receivable -0-
104 Accounts receivable 120,000
105 Allowance for uncollectible accounts $          -0-
106 Inventory 14,000
107 Prepaid insurance 3,600
120 Land 25,000
130 Buildings 250,000
131 Accumulated depreciation—buildings -0-
140 Equipment 140,000
141 Accumulated depreciation—equipment -0-
201 Accounts payable 37,400
203 Accrued interest payable -0-
204 Accrued salaries and wages payable -0-
205 Deferred rental income 2,700
250 Bonds payable 150,000
301 Hospital net assets 395,700
302 Revenue and expense summary -0-
401 Routine services revenue 171,200
402 Ancillary services revenue 110,300
403 Interest income -0-
404 Rental income -0-
406 Other operating revenues 23,500
501 Contractual adjustments 22,700
502 Charity care adjustments 31,100
601 Salaries and wages expense 155,600
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602 Supplies expense 33,100
603 Utilities expense 14,900
604 Insurance expense -0-
605 Repairs expense 6,400
607 Depreciation expense -0-
608 Interest expense 4,500
609 Bad debt expense -0-
610 Other expenses 2,400

Totals $890,800 $890,800

The following additional information is available:

1. The temporary investment consists of $30,000 (face value) of 8
percent bonds acquired by the hospital on November 1, 20X1.
These bonds pay interest annually on November 1, commencing
on November 1, 20X2.

2. Of the December 31, 20X1, accounts receivable, it is estimated
that 14 percent will eventually prove uncollectible by reason of
(1) charity care, 7 percent; (2) contractual adjustments, 4 per-
cent; and (3) bad debts, 3 percent.

3. A two-year insurance premium of $3,600 was paid in advance by
the hospital on January 1, 20X1.

4. The hospital building, which was acquired on January 1, 20X1, has
an estimated useful life of 50 years and a 20 percent salvage value.

5. The equipment, which was acquired on January 1, 20X1, has an
estimated useful life of 12 years and a $20,000 salvage value.

6. On January 1, 20X1, the hospital issued $150,000 of 20-year, 6
percent bonds at face value. These bonds pay interest semiannu-
ally on January 1 and July 1, commencing July 1, 20X1.

7. Unpaid salaries and wages at December 31, 20X1, amounted to
$12,300.

8. The hospital received one year’s rent of $2,700 in advance on
June 1, 20X1.

Required: (1) Prepare a worksheet to develop financial statements 
in the manner illustrated in Figure 8.3. (2) Prepare, in good form, 
a complete set of financial statements for 20X1. (3) Prepare, in 
general journal form, the necessary adjusting entries at December 31,
20X1, for the year then ended. (4) Prepare, in general journal form,
the necessary closing entries on December 31, 20X1, for the year 
then ended.
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9
CHAPTER

DEVELOPMENT OF INTERIM 
FINANCIAL STATEMENTS

Up to now, this book has dealt with the accounting process in annual
terms: annual posting of transaction entries and annual financial state-
ments. This chapter examines the procedures of accounting from a

monthly point of view. The preparation of monthly adjusting entries and the
development of a set of interim financial statements is the major objective. As
mentioned earlier, interim financial statements are those prepared during the
course of a hospital’s fiscal year. The illustration presented in this chapter
consists of preparation of a statement of operations for the month of Septem-
ber 20X1 and for the nine months ending September 30, 20X1. In addition,
a September 30, 20X1, balance sheet will be prepared.

Interim financial statements are essential to the effective management
of hospitals. Important managerial decisions are made during the course of a
fiscal year that require the kinds of information provided by monthly state-
ments of operations and balance sheets. In addition, many other types of
accounting reports may be prepared weekly or daily (a cash report, for exam-
ple). Certain of these special reports are illustrated later in this book. For
now, you are concerned only with the routine statements of operations and
balance sheets prepared at the end of each month.

Monthly Trial Balances

Assume that a hypothetical Hiowa Hospital began its corporate existence
on January 1, 20X1. Financial statements were prepared for 20X1 and
20X2, and the hospital is now in its third year of operations, 20X3. The
20X3 transactions have been journalized and posted through September
30. Monthly adjusting entries have been journalized and posted through
August 31, and monthly financial statements have been prepared at the end
of each month, January through August 20X3. It is now time to prepare
financial statements for September 20X3 and for the nine months ended
September 30, 20X3.

Hiowa Hospital’s trial balances at August 31 and September 30, 20X3,
are presented in Figure 9.1. Notice that the August 31 trial balance is an
adjusted trial balance. It includes the adjusted balances, as of August 31, of all
of the hospital’s accounts. The net assets balance is, of course, the opening
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(December 31, 20X2) net assets balance because the books of the hospital have
not been closed since December 31, 20X2.

This trial balance includes an eight-month accumulation of revenues,
revenue deductions, and expense balances, adjusted through August 31,
20X3. In short, these are the figures used in Hiowa Hospital’s August 31 
balance sheet and in its statement of operations for the eight months ended
August 31, 20X3. These statements are illustrated in Figures 9.2 and 9.3.

Adjusted Unadjusted
Trial Balance Trial Balance

8/31/X3 9/30/X3
Accounts and Titles Dr. Cr. Dr. Cr.

101 Cash $  30,900 $ 33,200
103 Accrued interest receivable 800 800
104 Accounts receivable 84,000 87,100
105 Allowance for uncollectible accounts $    8,400 $   8,400
106 Inventory 9,800 11,300
107 Prepaid insurance 2,400 2,400
110 Long-term investments 60,000 60,000
120 Land 23,000 23,000
130 Buildings 187,500 187,500
131 Accumulated depreciation—buildings 20,000 20,000
201 Accounts payable 18,200 19,400
203 Accrued interest payable 5,500 5,500
204 Accrued salaries and wages payable 4,600 -0-
205 Deferred rental income 980 980
250 Bonds payable 100,000 100,000
301 Hospital net assets 219,420 219,420
302 Revenue and expense summary -0- -0-
401 Routine services revenue 164,000 187,300
402 Ancillary services revenue 96,100 106,800
403 Interest income 800 800
404 Rental income 700 700
406 Other operating revenues 46,300 52,200
501 Contractual adjustments 27,000 31,800
601 Salaries and wages expense 160,000 176,400
602 Supplies expense 24,000 26,800
603 Utilities expense 16,000 18,100
604 Insurance expense 1,200 1,200
607 Depreciation expense 5,000 5,000
608 Interest expense 4,000 4,000
609 Bad debt expense 11,400 11,400
610 Other expenses 38,000 41,500

Totals $685,000 $685,000 $721,500 $721,500

FIGURE 9.1
Hiowa Hospital

Trial Balances,
August 31 and
September 30,

20X3

Acct.
No.
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(The statement of operations for the month of August 20X3 is not illustrated,
although we assume the statement was prepared.)

Developing the Adjusting Entries for September

Carefully note that Hiowa Hospital’s trial balance for September 30, 20X3, is
an unadjusted trial balance. The figures in this trial balance are those in the
August 31 trial balance together with the effects of the September transactions
of the hospital. In other words, this trial balance includes the unadjusted asset

Gross patient services revenues:
Routine services $164,000
Ancillary services 96,100

Gross patient services revenue $260,100
Less revenue deductions:

Contractual  adjustments 27,000

Total revenue deductions 27,000

Net patient services revenues 233,100
Other operating revenues:

Rent 700
Other 46,300

Total other operating revenues 47,000

Total operating revenues 280,100

Less operating expenses:
Salaries and wages 160,000
Supplies 24,000
Utilities 16,000
Insurance 1,200
Depreciation 5,000
Interest 4,000
Bad debts 11,400
Other 38,000

Total operating expenses 259,600

Operating income 20,500
Nonoperating income (interest) 800

Excess of revenues over expenses $  21,300

FIGURE 9.2
Hiowa Hospital
Statement of
Operations,
Eight Months
Ended August
31, 20X3
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and liability balances as of September 30; the hospital net assets balance as of
December 31, 20X2; and the unadjusted revenue, revenue deduction, and
expense balances at September 30, 20X3. So, before financial statements can
be prepared for September and for the nine months ended September 30, the
September adjusting entries must be developed.

You will have noticed that Hiowa Hospital’s account titles and num-
bers are somewhat different from those used earlier in the Hoosier Hospital
illustration. Some of these differences arise from an effort to simplify the

Assets
Cash $  30,900

Accrued interest receivable 800
Accounts receivable $84,000

Allowance for uncollectible accounts 8,400 
Accounts receivable, net of allowances 75,600
Inventory 9,800
Prepaid insurance 2,400
Total current assets $ 119,500

Long-term investments 60,000
Land 23,000

Buildings 187,500
Accumulated depreciation—buildings 20,000 

Buildings, net of depreciation 167,500
Total long-term assets 250,500

Total assets $370,000

Liabilities and Net Assets
Accounts payable $ 18,200
Accrued interest payable 5,500
Accrued salaries and wages payable 4,600
Deferred rental income 980
Total current liabilities 29,280

Bonds payable (6% bonds payable, due 20X8) 100,000

Total liabilities 129,280

Hospital net assets, January 31* 219,420
Excess of revenues over expenses for 

8 months ended August 31 21,300
Hospital net assets, August 31 240,720

Total liabilities and net assets $370,000

*Change in net asset balance shown within balance sheet in lieu of separate statement of hospital net assets

FIGURE 9.3
Hiowa Hospital

Balance Sheet,
August 31,

20X3



Chapter  Nine:  Development  of  Inter im F inancia l  Statements 169

illustration (a single account for depreciable plant assets, for example). Other
changes were made to introduce new accounts and procedures. Although
there is a degree of uniformity in charts of accounts from one hospital to
another, there also may be considerable differences because of variations in
size, organizational structure, and range of services, among other factors.

Accrued Interest Receivable
Hiowa Hospital’s September 30 trial balance includes $60,000 of long-
term investments (account 110). This consists of $60,000 (face value) of 8
percent, ten-year corporate bonds purchased by the hospital at face value
on July 1, 20X3. These bonds pay interest semiannually on July 1 and Jan-
uary 1, beginning on January 1, 20X4. The semiannual interest payments
to the hospital will be $2,400 ($60,000 × 8 percent × 6/12 months). Thus,
Hiowa Hospital is earning interest income of $400 per month ($2,400 ÷ 6
months) on these bonds.

On July 31 and August 31, Hiowa Hospital made an adjusting entry
to accrue the monthly interest income as follows:

Accrued interest receivable 103 $400
Interest income 403 $400

Monthly adjustment for accrual of 
monthly interest income on corporate 
bonds held as long-term investments

Because this entry was made on July 31 and on August 31, Hiowa
Hospital’s August 31 trial balance includes $800 of accrued interest receiv-
able and $800 of interest income. The September 30 (unadjusted) trial bal-
ance, of course, includes the same figures because the September 30 adjust-
ment has not yet been made, so the entry just shown must be repeated at
September 30. This will be September 30, 20X3, adjusting entry (1). Notice
that it has been entered on the worksheet in Figure 9.4. Later, the adjust-
ment will be entered in Hiowa Hospital’s journal.

The same adjusting entry will be made on October 31, November 30, and
December 31 to produce a year-end balance of $2,400 in the accrued interest
receivable account. Then, when the interest is received in cash on January 1,
20X4, a transaction entry will be made to debit cash and credit the accrued
interest receivable account. As a result, the bond interest income is recognized
monthly as it is earned, rather than at the time it is received in cash.

Bad Debts
At the end of each month since the year began, Hiowa Hospital has been
making an adjusting entry to maintain a balance in its allowance for uncol-
lectible accounts (account 105) equal to 10 percent of month-end accounts

Recognizing
Interest
Income as it 
Is Earned
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receivable. This is an accounting policy that assumes that 10 percent of the
accounts receivable balance will prove to be bad debts. As mentioned before,
there are other methods of accounting for bad debts, but this is the method
we will use for our present purposes.

As specific accounts are determined to be worthless, the accounts are written
off by a debit to the allowance for uncollectible accounts. To illustrate, let us
assume that the account had a credit balance of $6,000 to start the 20X3
year. At the end of each month from January through August, an adjusting
entry has been made to adjust the account credit balance to 10 percent of
receivables. A summary of the eight entries follows as a single entry:

Bad debt expense 609 $11,400
Allowance for uncollectible accounts 105 $11,400

Adjustments of allowance account to 10% 
of month-end receivables

We assumed, however, that the year began with a $6,000 credit bal-
ance in the account. The eight adjusting entries added $11,400 to the
account, so why is the August 31 balance only $8,400? It might appear to
you that the August 31 balance should be $17,400 ($6,000 + $11,400).

In an unspecified number of journal entries during the first eight
months of 20X3, Hiowa Hospital has written off $9,000 of worthless
accounts. A summary of these entries is shown here as a single entry:

Allowance for uncollectible accounts 105 $ 9,000
Accounts receivable 104 $ 9,000

Write-off of uncollectible receivables 
during first eight months of 20X3

Thus, between January 1 and August 31, the allowance for uncol-
lectible accounts (which began with a $6,000 credit balance) has been cred-
ited with a total of $11,400 and debited for a total of $9,000. The August
31 balance of the account therefore is $8,400 (that is, $6,000 + $11,400 –
$9,000). The August 31 debit balance of the bad debts account is of course
the amount recorded during the first eight months of 20X3, or $11,400 (see
the September 30 trial balance in Figure 9.4).

The balances in the accounts for bad debt expense and the allowance
for uncollectible accounts have not changed since August 31. This is because
the September 30 adjusting entry has not yet been made and because we
assume that no accounts have been written off during September. The
required September 30 adjusting entry is as follows:

Bad debt expense 609 $    310
Allowance for uncollectible accounts 105 $    310

Write-off of
Uncollectible
Accounts
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Adjustment to increase allowance account 
to 10% of September 30, 20X3, 
accounts receivable:

Allowance balance, 9/30 $8,400
Desired balance (10% of $87,100) 8,710
Required increase $   310

This gives the allowance for uncollectible accounts a credit balance of
$8,710, which is the desired 10 percent of September 30 receivables. This is
entry (2) on the worksheet illustrated in Figure 9.4.

Prepaid Insurance
Assume a single comprehensive insurance policy on which Hiowa Hospital
paid a two-year premium of $3,600 in advance on January 1, 20X3. This
means that insurance expense is $150 per month ($3,600 ÷ 24 months).
Assuming that the payment of the premium was recorded as a debit to 
prepaid insurance (account 107), the following adjusting entry has been
made at the end of each of the eight months starting January 31:

Insurance expense 604 $ 150
Prepaid insurance 107 $ 150

Adjustment for monthly expiration 
of prepaid insurance premium

Because this entry has been made eight times, the trial balance for
August 31 shows $1,200 of insurance expense and $2,400 of prepaid insur-
ance ($3,600 – $1,200). This adjustment is repeated on September 30 as
entry (3) in Figure 9.4.

Depreciation
Hiowa Hospital purchased all of its depreciable assets on January 1, 20X1,
for $187,500. Let us say that these assets (buildings) have a composite use-
ful life of 25 years, but no salvage value is expected. This means that depre-
ciation expense on a straight-line basis is $7,500 annually ($187,500 ÷ 25
years), or $625 per month ($7,500 ÷ 12 months). So, Hiowa Hospital has
been making the following monthly adjusting entry:

Depreciation expense 607 $625
Accumulated depreciation—
buildings 131 $625

Adjustment for monthly depreciation

Thus, the September 30 trial balance shows $5,000 ($625 × 8
months) of depreciation expense. The accumulated depreciation balance,
however, includes all the depreciation recorded since the assets were



Chapter  Nine:  Development  of  Inter im F inancia l  Statements 173

acquired: depreciation for 12 months in 20X1, 12 months in 20X2, and eight
months in 20X3. This is a total of 32 months, or $20,000 ($625 × 32
months) of accumulated depreciation at September 30, 20X3.

This depreciation adjustment also must be made at September 30. This is
entry (4) in Figure 9.4. The entry will be repeated every month until the
assets are sold or otherwise retired from use by the hospital.

Accrued Salaries and Wages Payable
On August 31, Hiowa Hospital obviously made an adjusting entry for
$4,600 of accrued salaries and wages (refer to the August 31 trial balance in
Figure 9.1, account 204). That entry charged $4,600 of salaries and wages
to expense and credited $4,600 to the accrued liability account. When these
salaries and wages were paid in early September, the liability was eliminated.
This is why no balance appears in the accrued salaries and wages payable
account in the September 30 trial balance.

Now assume that, during the latter part of September, Hiowa Hospi-
tal employees earned $3,100 of salaries and wages that have not yet been
paid. The required September 30, 20X3, adjusting entry is as follows:

Salaries and wages expense 601 $3,100
Accrued salaries and 
wages payable 204 $3,100

Adjustment for accrued payroll at 
September 30, 20X3

This entry appears on the worksheet in Figure 9.4 as entry (5).

As explained in Chapter 5, reversing entries sometimes are employed in
connection with certain adjustments relating to accrued expenses. Hiowa
Hospital, for example, might have made a September 1 reversing entry for
the $4,600 adjustment of August 31. Similarly, the $3,100 adjustment just
shown may be reversed on October 1. Whether or not reversing entries are
made, however, the interim statements are not affected; the adjusted fig-
ures will be the same.

Deferred Rental Income
Assume that a private enterprise began operating a gift shop in the hospital on
April 1, 20X3. At that time, Hiowa Hospital received one year’s rent ($1,680)
in advance. The hospital’s rental income, then, is $140 per month ($1,680 ÷
12 months). Assuming that the $1,680 was credited to deferred rental income
(account 205) at the time it was received, the hospital has been making a
monthly adjustment of $140 to rental income (account 404) for five months
(April through August). The monthly adjusting entry has been as follows:

Repeating the
Depreciation
Adjustment
Each Month

Use of 
Reversing
Entries
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Deferred rental income 205 $ 140
Rental income 404 $ 140

Adjustment to record rental income 
earned during the month

Because this entry has been made five times, the September 30 trial
balance shows a balance of $700 in the rental income account. The deferred
rental income balance, for the same reason, is $980 ($1,680 – $700).

Now, at September 30, the same adjusting entry is required again. 
Figure 9.4 includes this rental income adjustment as entry (6).

Accrued Interest Payable
Hiowa Hospital issued $100,000 of 6 percent, 12-year bonds at face value
on October 1, 20X2. These bonds pay interest annually on October 1, com-
mencing October 1, 20X3. At the end of each month, starting October 31,
20X2, Hiowa Hospital has been making the following adjusting entry for the
monthly accrual of interest expense on these bonds:

Interest expense 608 $500
Accrued interest payable 203 $500

Adjustment for monthly accrual of 
interest on bonds payable:

$100,000 × 6% × 1/12 months = $500

This entry has been made 11 times (October 20X2 through August
20X3) to produce a September 30 trial balance figure of $5,500 in accrued
interest payable. However, the September 30 balance of the interest expense
account is only $4,000 because the remaining $1,500 of interest was charged
to expense in 20X2. That $1,500 was interest expense for October, Novem-
ber, and December of 20X2, and the interest expense account balance was
eliminated from the hospital’s ledger by a December 31, 20X2, closing entry.

This $500 adjustment for interest expense must be made again at Sep-
tember 30, 20X3. This adjustment appears in Figure 9.4 as entry (7).

This completes all of the September 30, 20X3, adjustments required for
Hiowa Hospital. The worksheet (see Figure 9.4) for the first nine months of
20X3 is now completed, and a set of interim financial statements can be prepared.

Interim Statements

Based on the information assembled on the worksheet (see Figure 9.4), an
interim statement of operations for the nine months ended September 30,
20X3, along with a statement of operations for the month of September 20X3,
can be prepared. Figure 9.5 shows the interim statement of operations. The
dollar amounts for the September statement of operations are obtained simply
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by subtracting the eight-month statement of operations figures from the nine-
month statement of operations figures. To obtain the salaries and wages
expense for September, for example, the $160,000 expense figure in the state-
ment of operations for the eight months ended August 31 (see Figure 9.2) is
subtracted from the $179,500 expense figure in the statement of operations for
the nine months ended September 30, 20X3. In actual practice, the monthly
amounts are obtained by summarizing the transactions of each month alone,
thus providing an automatic verification of the change in year-to-date totals.

Providing for Comparative Data
Figure 9.6 presents Hiowa Hospital’s September 30, 20X3, balance sheet,
with the necessary figures taken from the worksheet (see Figure 9.4). The

FIGURE 9.5
Hiowa Hospital
Statements of
Operations,
Month of 
September 20X3,
and the Nine
Months Ended
September 30,
20X3

Nine
Month Months
Ended Ended

9/30/X3 9/30/X3
Gross patient services revenues:

Inpatient services $23,300 $187,300
Outpatient services 10,700 106,800

Total gross patient services revenues 34,000 294,100
Revenue deductions:

Contractual adjustments 4,000 26,000
Charity care adjustments 800 5,800

Total revenue deductions 4,800 31,800
Net patient services revenues 29,200 262,300
Other operating revenues:

Rent 140 840
Other 5,900 52,200

Total other operating revenues 6,040 53,040
Total operating revenues 35,240 315,340

Operating expenses:
Salaries and wages 19,500 179,500
Supplies 2,800 26,800
Utilities 2,100 18,100
Insurance 150 1,350
Depreciation 625 5,625
Interest 500 4,500
Bad debts 310 11,710
Other Expenses 3,500 41,500

Total operating expenses 29,485 289,085

Operating income 5,755 26,255
Nonoperating income (interest) 400 1,200

Excess of revenues over expenses $  6,155 $ 27,455
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August 31 balance sheet also is included so that comparative financial data
are reported. Income and other statements, of course, also can be presented
in comparative form. Later in this book, we will get into the managerial
analysis and interpretation of comparative financial statements.

Journalizing and Posting Adjusting Entries
After the interim financial statements have been prepared, the accountant
returns to the journal and records the September 30, 20X3, adjusting entries

FIGURE 9.6
Hiowa Hospital
Balance Sheets,

September 30
and August 31,

20X3

9/30/X3 8/31/X3
Assets

Cash $ 33,200 $ 30,900
Accrued interest receivable 1,200 800
Accounts receivable, net of allowances 78,390 75,600

($8,710 at Sept. 30 and $8,400 at Aug. 31)
Inventory 11,300 9,800
Prepaid insurance 2,250 2,400
Total current assets 126,340 119,500

Long-term investments 60,000 60,000
Land 23,000 23,000
Buildings 166,875 167,500

(net of accumulated depreciation of $20,625
at Sept. 30 and $20,000 at Aug. 31)

Total long-term assets 249,875 250,500
Total assets $376,215 $370,000

Liabilities and Net Assets
Accounts payable $  19,400 $ 18,200
Accrued salaries and wages 3,100 4,600
Accrued interest 6,000 5,500
Deferred rental income 840 980
Total current liabilities 29,340 29,280

Bonds payable 100,000 100,000

Total liabilities 129,340 129,280

Hospital net assets, January 1 219,420 19,420

Excess of revenues over expenses:
For 9 months ended September 30 27,455
For 8 months ended August 31 21,300

Hospital net assets 246,875 240,720

Total liabilities and net assets $376,215 $370,000
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as shown in Figure 9.7. These journal entries then are posted to the ledger
accounts (not shown here). When the postings are completed, Hiowa Hos-
pital’s ledger account balances will agree with the figures in the adjusted trial
balance columns of the worksheet. During the following month (October
20X3), the procedures previously described for September are repeated. As a
final point, notice that the books are not closed in the interim accounting
process; the books are closed annually on the last day of the fiscal year.

Entry Acct.
No. Accounts and Explanations No. Dr. Cr.

1 Accrued interest receivable 103 $  400
Interest income 403 $  400

Adjustment for accrual of monthly 
interest income on corporate bonds 
held as long-term investments

2 Bad debt expense 609 310
Allowance for uncollectible accounts 105 310

Adjustment to increase allowance account
to 10% of month-end receivables

3 Insurance expense 604 150
Prepaid insurance 107 150

Adjustment for monthly expiration of 
prepaid insurance premium

4 Depreciation expense 607 625
Accumulated depreciation 131 625

Adjustment for monthly depreciation

5 Salaries and wages expense 601 3,100
Accrued salaries and wages payable 204 3,100

Adjustment for accrued payroll

6 Deferred rental income 205 140
Rental income 404 140

Adjustment to record rental income 
earned during the month

7 Interest expense 608 500
Accrued interest payable 203 500

Adjustment for monthly accrual of 
interest on 6% bonds payable

FIGURE 9.7
Hiowa Hospital
20X3 Journal
(September 30
Adjusting
Entries)
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Questions

Q9.1. What are interim financial statements?
Q9.2. Why are interim financial statements prepared?
Q9.3. Hart Hospital’s long-term investments consist of $90,000 of 8 percent,

15-year bonds purchased by the hospital at face value on January 1,
20X1. These bonds pay interest semiannually on January 1 and July
1. Hart Hospital’s accounting period is the calendar year. What
amounts should be reported in the hospital’s adjusted trial balance
at November 30, 20X1, for interest income and accrued interest
receivable?

Q9.4. Hello Hospital, whose accounting period is the calendar year, began 
20X1 with a $10,000 credit balance in its allowance for uncollectible
accounts. At the end of each month of the year, an adjusting entry 
is made to adjust the allowance account credit balance to 10 percent
of receivables. Also at the end of each month of the year, an entry 
is made to write off accounts receivable deemed to be uncollectible.
Indicate the presentation of receivables in Hello Hospital’s balance 
sheet at March 31, 20X1, given the following data:

January February March
Receivables—
patient services at end of month $128,000 $151,000 $147,000
Accounts written off at end of month 8,000 11,000 15,000

Q9.5. On January 1, 20X1, Hope Hospital paid a three-year insurance 
premium of $6,480 in advance. This premium payment was 
recorded as a debit to prepaid insurance. What amount should be 
reported as prepaid insurance in the hospital’s preadjusted trial 
balance at August 31, 20X1? What amount should be reported as 
insurance expense in the hospital’s statement of operations for the 
nine months ended September 30, 20X1? What amount should be 
reported as prepaid insurance in the hospital’s balance sheet at 
October 31, 20X1?

Q9.6. Happy Hospital paid $145,700 of salaries and wages during the 
month of May 20X1. The hospital’s balance sheets reported 
accrued salaries and wages as follows:

April 30, 20X1 $31,200
May 31, 20X1 37,800

What amount should be reported as salaries and wages expense in the
hospital’s statement of operations for the month ended May 31, 20X1?

Q9.7. If a hospital prepares interim financial statements, how often must 
adjusting entries be made? How often must closing entries be made?
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Q9.8. A private enterprise began operating a gift shop in Hope Hospital 
on May 1, 20X1. At that time, the hospital received a year’s rent 
($3,000) in advance. The $3,000 was credited to deferred rental 
income. Assuming that the hospital prepares monthly statements, 
make the necessary adjusting entry at September 30, 20X1.

Q9.9. Hillside Hospital issued $300,000 of 6 percent, 15-year bonds at 
face value on April 1, 20X1. These bonds pay interest semiannually 
on April 1 and October 1, commencing October 1, 20X1. The 
hospital’s fiscal year ends December 31. What amounts should be 
reported in the hospital’s adjusted trial balance at November 30, 20X1,
for bond interest expense and accrued bond interest payable?

Q9.10. Harmless Hospital purchased all its depreciable equipment on 
January 1, 20X1, for $800,000. This equipment has an estimated 
useful life of 12 years and an estimated salvage value of 10 percent. 
The hospital’s fiscal year ends on December 31. What amounts should
be reported in the hospital’s preadjusted trial balance at May 31, 20X3,
for depreciation expense and accumulated depreciation?

Exercises

E9.1. Hype Hospital provides you with the following information:

10/31/X1 11/30/X1
Prepaid rent expense $1,000 $2,000
Accrued rent receivable 3,000 4,000
Deferred rental income 5,000 6,000
Accrued rent payable 7,000 8,000

During November, $40,000 of rent was paid and $50,000 of rent 
was received in cash.
Required: What should the November 20X1 statement of operations
report as rent expense and rental income?

E9.2. Hipp Hospital provides you with the following information:

10/31/X2 11/30/X2
Accrued interest receivable $4,100 $3,900
Prepaid interest 6,400 5,700
Accrued interest payable 3,200 3,600
Deferred interest income 4,800 5,300

The hospital’s November statement of operations reports $25,000 
of interest income and $30,000 of interest expense.
Required: (1) What was the amount of interest received in cash 
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during November? (2) What was the amount of interest paid in 
cash during November?

E9.3. Helping Hospital provides you with the following accounts drawn 
from its adjusted general ledger at October 31, 20X1:

Allowance for
Accounts Uncollectible

Receivable Accounts
240,000 450,000 9,500 24,000
500,000 9,500 13,550

The hospital’s fiscal year ends September 30. Uncollectible accounts
are estimated at 10 percent of accounts receivable.
Required: Identify each of the dollar amounts in each of these 
ledger accounts.

E9.4. Highest Hospital provides you with the following accounts drawn 
from its adjusted general ledger at October 31, 20X1:

Inventory Accounts Payable
55,000 100,000 110,000 60,000
95,000 95,000

The hospital’s fiscal year ends September 30. 
Required: Identify each of the dollar amounts in each of these 
ledger accounts.

Problems

P9.1. Hohum Hospital’s adjusted trial balance at March 31, 20X6, and 
its unadjusted trial balance at April 30, 20X6, are shown here:

Adjusted Unadjusted
Trial Balance Trial Balance

March 31, 20X6 April 30, 20X6
Acct.
No. Dr. Cr. Dr. Cr.

101 Cash $30,300 $25,400
103 Accrued interest 

receivable 1,800 1,800
104 Accounts receivable 80,000 86,000
105 Allowance for 

uncollectible accounts $ 8,000 $ 1,400
106 Inventory 11,000 10,300
107 Prepaid insurance 3,675 3,675
110 Long-term investments 90,000 90,000
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120 Land 15,000 15,000
130 Buildings 400,000 400,000
131 Accumulated 

depreciation—buildings 63,000 63,000
201 Accounts payable 21,600 23,900
203 Accrued interest payable 2,400 2,400
204 Accrued salaries and 

wages payable 4,700 -0-
205 Deferred rental income 2,340 2,340
250 Bonds payable 160,000 160,000
301 Hospital net assets 355,235 355,235
302 Revenue and expense 

summary -0- -0-
401 Routine services revenue 81,400 115,200
402 Ancillary services revenue 56,100 72,900
403 Interest income 1,800 1,800
404 Rental income 780 780
406 Other operating revenues 12,120 16,020
501 Contractual adjustments 11,500 14,900
601 Salaries and wages 

expense 90,600 120,300
602 Supplies expense 15,100 21,700
603 Utilities expense 10,200 14,500
604 Insurance expense 525 525
607 Depreciation expense 3,000 3,000
608 Interest expense 2,400 2,400
609 Bad debt expense 3,300 3,300
610 Other expenses 1,075 2,175

Totals $769,475 $769,475 $814,975 $814,975

The hospital’s fiscal year ends December 31. Additional information
is available as follows:

1. Long-term investments consist of $90,000 (face value) of 8 percent,
ten-year bonds purchased by the hospital on January 1, 20X6.
The bonds pay interest semiannually on January 1 and July 1,
commencing July 1, 20X6.

2. A two-year insurance premium of $4,200 was paid in advance on
January 1, 20X1.

3. Depreciable plant assets, all of which were acquired on January 1,
20X1, have an estimated useful life of 30 years and a 10 percent
salvage value.

4. On January 1, 20X6, the hospital issued $160,000 of 6 percent,
15-year bonds at face value. These bonds pay interest annually on
January 1, commencing January 1, 20X7.
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5. A year’s rent of $3,120 was received in advance on January 1,
20X6.

6. At the end of each month, the allowance for bad debts is
adjusted to a credit balance equal to 10 percent of month-end
accounts receivable.

7. Unpaid salaries and wages at April 30, 20X6, totaled $3,400.

Required: (1) Prepare a worksheet to develop financial statements 
for the four months ended April 30, 20X6, in the manner illustrated
in Figure 9.4. (2) Prepare, in good form, a statement of operations 
for the month of April 20X6 and for the four months then ended, 
in the manner illustrated in Figure 9.5. (3) Prepare, in good form, 
balance sheets at April 30 and March 31, 20X6, in the manner 
illustrated in Figure 9.6. (4) Prepare, in general journal form, all 
necessary adjusting entries for the month ended April 30, 20X6.

P9.2. Highcare Hospital’s adjusted trial balance at May 31, 20X4, and its 
unadjusted trial balance at June 30, 20X4, are shown here (the 
hospital’s fiscal year ends December 31):

Adjusted Unadjusted
Trial Balance Trial Balance
May 31, 20X4 June 30, 20X4

Acct.
No. Dr. Cr. Dr. Cr.

101 Cash $38,400 $ 16,640
103 Accrued interest 

receivable 800 800
104 Accounts receivable 95,000 106,500
105 Allowance for 

uncollectible accounts $   7,600 $300
106 Inventory 10,800 12,300
107 Prepaid insurance 3,420 3,420
110 Long-term investments 60,000 75,000
120 Land 14,000 14,000
130 Buildings 480,000 480,000
131 Accumulated depreciation

—buildings 82,250 82,250
201 Accounts payable 19,700 24,100
204 Accrued salaries and 

wages payable 3,900 -0-
203 Accrued interest payable 2,000 2,000
205 Deferred rental income 2,160 2,160
250 Bonds payable 200,000 200,000
301 Hospital net assets 356,810 356,810
302 Revenue and expense summary -0- -0-
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401 Routine services revenue 100,200 128,700
402 Ancillary services revenue 78,400 93,500
403 Interest income 800 800
404 Rental income 720 720
406 Other operating revenues 12,880 15,100
501 Contractual adjustments  12,600 15,700
601 Salaries and wages 

expense 101,400 122,300
602 Supplies expense 16,100 19,800
603 Utilities expense 11,200 13,900
604 Insurance expense 900 900
607 Depreciation expense 10,250 10,250
608 Interest expense 5,000 5,000
609 Bad debt expense 2,900 2,900
610 Other expenses 4,650 7,030

Totals $867,420 $867,420 $906,440 $906,440

The following additional information is available:

1. Long-term investments consist of $60,000 (face value) of 8 percent,
15-year bonds purchased by the hospital on April 1, 20X4, with
interest payable annually on April 1, and $15,000 (face value) of
8 percent, ten-year bonds purchased by the hospital on June 1,
20X4, with interest payable annually on June 1.

2. A two-year insurance premium was paid in advance on January 1,
20X4.

3. On January 1, 20X1, the hospital purchased $450,000 of depre-
ciable plant assets having an estimated useful life of 15 years and
an estimated salvage value of 20 percent. On May 1, 20X4, the
hospital purchased additional depreciable plant assets at a cost of
$30,000 (estimated useful life of eight years and a 20 percent
salvage value).

4. A year’s rent was received in advance on March 1, 20X4.
5. On April 1, 20X2, the hospital issued $200,000 of 6 percent,

ten-year bonds at face value. These bonds pay interest semiannu-
ally on April 1 and October 1.

6. At the end of each month, the allowance for bad debts is
adjusted to a credit balance equal to 8 percent of month-end
accounts receivable.

7. Unpaid salaries and wages at June 30, 20X4, totaled $4,100.

Required: (1) Prepare a worksheet to develop financial statements
for the six months ended June 30, 20X4, in the manner illustrated
in Figure 9.4. (2) Prepare, in good form, statements of operations
for the month of June, 20X4, and for the six months then ended,
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in the manner illustrated in Figure 9.5. (3) Prepare, in good form,
balance sheets at June 30 and May 31, 20X4, in the manner illus-
trated in Figure 9.6. (4) Prepare, in general journal form, all neces-
sary adjusting entries for the month ended June 30, 20X4.
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10
CHAPTER

EXPANSION OF THE CHART OF ACCOUNTS

Illustrations in the preceding chapters were based on a highly simplified
chart of accounts suitable to an introductory discussion of the fundamen-
tals of bookkeeping. Having accomplished this, we now must expand the

chart of accounts to permit the introduction of more realistic accounting
techniques and procedures. The expanded chart of accounts developed in
this chapter will serve as a basis for the discussion in the next four chapters,
but additional refinements will be made at appropriate points throughout the
remainder of this book. By the end of your study of this textbook, you will
have been exposed to a substantially complete chart of accounts such as you
might find in actual practice in a hospital. It is important to note that the
chart of accounts presented in this chapter is for teaching purposes. Hospi-
tals actually use a different chart of accounts, which best reflects not only
their size and their tax status but also how they are organized as evidenced
by their organizational chart.

Balance Sheet Accounts

The chart of balance sheet accounts employed by Hartful Hospital is shown
in Figure 10.1. You are already acquainted with many of the accounts, but a
number of changes and additions require brief explanations. A more thor-
ough discussion of these accounts will appear in subsequent chapters. Segre-
gation of the balance sheet accounts into self-balancing groups as required by
net assets accounting is deferred to Chapter 15. The accounts described in
the present chapter relate only to the general (unrestricted) net assets groups.

Asset Accounts
In this numerical coding system, the hospital’s asset accounts are those num-
bered in the 10000 series. Any account having a “1” as the initial digit of its
number is an asset account. When net assets accounting (discussed in Chap-
ter 15) is employed, the second digit is used to specify the net assets group
in which the asset is located.

The net assets designators are the second digits 0, 1, or 2. The third and
fourth digits of the account number specify the primary subclassification of
assets. Consider, as an example, account 10110 as follows:

General Net
Assets 
Designators



Digit 
Position

First 1 = Asset
Second 0 = Unrestricted net assets group
Third 1 = Cash
Fourth 1 = General checking account
Fifth 0 = Unspecified

In other words, all 101 accounts are cash accounts; the fourth digit indicates
the type of cash account. Similarly, all 104 accounts are accounts for patient
account receivables; the fourth digit is used to indicate whether the receiv-
ables relate to in-house or discharged inpatients or outpatients.

This chart of accounts also provides for the use of a fifth and even a sixth
digit, depending on individual hospital requirements, for a secondary sub-
classification of asset accounts. You need not be concerned, however, with
this additional detail provided by the sixth digit. Our discussion is limited, at
this point, to the five-digit primary account number. Beginning in the next
chapter, however, all asset account numbers will have six digits to be consis-
tent with the six-digit revenue and expense account numbers. 

Notice that there are two cash checking accounts. Account 10110 is
Hartful Hospital’s general checking account, into which all cash receipts are
deposited. All hospital disbursements, other than employees’ individual pay-
roll checks, are made by checks drawn against this account. Account 10120
is used only for payroll checks, and will be discussed in Chapter 13. 

Hartful Hospital employs three accounts for receivables from patients.
As services are rendered to inpatients, account 10410 is debited; it is cred-
ited when payments are received from patients prior to their discharge from
the hospital. The account also is credited (and account 10420 debited) for
the unpaid balances of patients’ accounts at the time of discharge. All subse-
quent collections on these accounts are credited to account 10420. Account
10430 is debited for services provided to outpatients and is credited for all
collections received on outpatients’ accounts. These accounts for receivables
are general ledger control accounts; they show the total amount due collec-
tively from patients in each of the three classifications.

Information as to the amounts due from individual patients is devel-
oped and maintained in separate subsidiary ledgers to be illustrated subse-
quently in Chapter 12. At frequent intervals, the sum of the individual
account balances in each subsidiary ledger will need to be reconciled to the
balance reflected by the related general ledger control account.

Uncollectible Accounts
Also notice that the chart provides for a classification of the allowance for uncol-
lectible accounts into three separate accounts according to the nature or type of
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Meaning of 
the Third and
Fourth Digits

Uses of the
Fifth and 

Sixth Digits
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Assets
Current Assets
10100 Cash

10110 Cash—general checking account
10120 Cash—payroll checking account
10130 Petty cash fund

10200 Temporary investments
10300 Accrued interest receivable
10400 Accounts receivable

10410 Inpatient receivables—in-house
10420 Inpatient receivables—discharged
10430 Outpatient receivables

10500 Allowance for uncollectible accounts
10510 Allowance for uncollectible accounts—bad debts 
10520 Allowance for uncollectible accounts—contractuals
10530 Allowance for uncollectible accounts—charity service

10600 Inventory
10700 Prepaid insurance
10800 Prepaid rent
10900 Prepaid interest
11000 Long-term investments
12000 Land
13000 Buildings

13100 Accumulated depreciation—buildings
14000 Equipment

14100 Accumulated depreciation—equipment

Liabilities
Current Liabilities
20100 Accounts payable
20200 Notes payable
20300 Accrued interest payable
20400 Accrued salaries and wages payable

20410 FIT withheld
20420 FICA withheld and accrued

20500 Deferred rental income
20600 Deferred tuition income

Noncurrent Liabilities
25000 Bonds payable

Net Assets
30100 Hospital net assets

30110 Unrestricted net assets
30120 Temporarily restricted net assets
30130 Permanently restricted net assets

30200 Revenue and expense summary

FIGURE 10.1
Hartful 
Hospital Chart
of Balance
Sheet Accounts
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the corresponding revenue deductions. Account 10530, for example, will reflect
the amount of receivables estimated to be uncollectible by reason of charity serv-
ice that has been rendered to financially indigent patients. Similar allowance
accounts are maintained for estimated contractual adjustments and for estimated
bad debts. All of these accounts, although listed in the asset classification, will
carry credit balances. They are contra asset accounts. Detailed consideration is
given to these accounts in Chapters 12 and 16.

In view of the explanations previously provided in this book, it is not
necessary at this time to comment further on the remaining asset accounts.
You will find additional coverage of these accounts in later chapters. Account
10600 (inventory), for example, will be attended to in Chapter 17, and the
accounts for land, buildings, and equipment will be treated fully in Chapter
18. Discussions of other asset accounts not included in Figure 10.1 will also
be provided at appropriate points in subsequent chapters.

Liability and Net Assets Accounts
The liability and net assets accounts are numbered in the 20000 and 30000
series, respectively. The liability accounts are numbered 20000 through
25000; the net assets accounts are numbered 30100 through 30200. As was
true for the asset accounts, fifth and sixth digits are available for a secondary
subclassification of the liability and net assets accounts whenever additional
detail is required by the individual hospital. The present discussion, however,
is confined to the five-digit primary account numbers. But, beginning with the
next chapter, all liability and net assets account numbers will consist of six dig-
its to be consistent with the six-digit revenue and expense account numbers. 

Most of Hartful Hospital’s liability and net assets accounts have been
discussed earlier. The two accounts you have not previously encountered are
20410 and 20420: the payroll tax accounts. The nature and use of these
accounts will be described fully in Chapters 13 and 17, and you need not be
concerned with them now. Of course, hospitals typically maintain liability and
net assets accounts that are not included in Figure 10.1; we shall add these
accounts to our discussion at suitable times.

Statement of Operations Accounts

Hartful Hospital’s organizational structure is presented in condensed form in
Figure 10.2. Notice that the hospital activity is organized into five basic 
divisions, each having an administrative office. The managing officer of each
division often has the title of director (director of nursing services, for exam-
ple) or vice president (vice president for administrative services, for example).
These divisional managers report to the hospital’s chief executive officer
(president or administrator), to whom they are responsible for the activities
organized within their particular divisions.
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Figure 10.2 provides a representative sample of the types of services
(or departments) included in each division. It is not feasible in this book to
deal with a larger number of organizational units. Moreover, you should be
aware that a single “box” in the sample organizational chart may represent
two or more separately organized units. “Nursing units,” for example, may
be organized somewhat as follows:

FIGURE 10.2
Hartful 
Hospital 
Organization
ChartMedical staff

Nursing units
60_10    40_10

Governing 
board

Administrator

Nursing 
services 
division 

admin. office

Other
professional 

services
division

admin. office

Administrative
services
division

admin. office

Operating rooms
60_20    40_10

Emergency rooms
60_30    40_30

Central supply
60_40    40_40

(Other units)

Laboratory
60_50    40_50

Radiology
60_60    40_60

Pharmacy
60_70    40_70

Anesthesia
60_80    40_80

(Other units)

Dietary
60_91

Utilities
60_00

Housekeeping
60_92

Laundry
60_93

Admitting
60_95

Purchasing
60_96

Human resources
60_97

Accounting
60_94

(Other units)
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• Medical and surgical acute care
• Pediatric, acute care
• Psychiatric, acute
• Obstetric, acute
• Newborn nursery, acute
• Intensive care
• Cardiac care
• Other

The significance of this, in terms of the design of the chart of accounts,
is that a separate revenue and expense account must be provided for each
nursing care unit. Only by accumulating and reporting revenues and
expenses by individual organizational units can a financial evaluation of the
performance of each unit be made by the hospital’s management.

Typical Hospital Accounting Units
As another example, consider the box labeled “accounting.” This function
may be organized into several different units:

• General accounting
• Budgets and costs
• Payroll accounting
• Tax accounting
• Accounts payable
• Patient accounting
• Other

Although there are no revenues directly associated with these units,
the expenses of each unit should be separately accumulated in the accounts.
In the interest of brevity and for teaching purposes, however, this does not
appear in our Hartful Hospital illustrations.

In addition to recognizing that the illustrative organization chart in
Figure 10.2 is greatly condensed, you also should not regard the chart as
indicative of how all hospitals are, or should be, organized. No two hospitals
are exactly alike; hospitals differ in size, range of services, management phi-
losophy, and other important ways. These differences have an effect on the
manner in which hospitals are organized. What may be a sound organiza-
tional pattern for one hospital may not be satisfactory for another.

Responsibility Accounting
The important point to recognize is that, regardless of how a particular hospi-
tal is organized, the hospital’s statement of operations accounts should be
designed to conform to that hospital’s organizational structure. The basic prin-
ciple of responsibility accounting is that each organizational unit (division,
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department, or section) of the hospital is a responsibility center, perform-
ing an activity or function, and headed by an individual responsible for
attaining its mission. Each of these individuals is a decision maker who has
a significant degree of authority over the amounts of resources used in his
or her center. Because all centers incur expenses, every center is an expense
(or cost) center. Some centers also generate revenues through the provision
of patient services for which a specific charge is made; these centers also are
referred to as revenue centers. Housekeeping, for example, is an expense
center but not a revenue center; radiology, however, is both an expense
center and a revenue center.

Under responsibility accounting, the revenue and expense accounts
are classified in a manner that permits revenues to be recorded according to
the centers responsible for generating them and expenses to be recorded
according to the centers responsible for their incurrence. Each center is
charged only for those expenses that can be directly associated with the activ-
ities of that center, however, and over which the center manager has decision-
making authority. All other expenses, as you will soon see, are recorded in a
special “unassigned” expense classification.

Hartful Hospital’s chart of statement of operations accounts appears
in condensed form in Figure 10.3 on page 193. Observe here that the clas-
sification of the statement of operations accounts conforms to Hartful Hos-
pital’s organizational pattern. This necessary relationship between a hospital’s
organizational structure and its chart of accounts is indicated by the place-
ment of revenue and expense account numbers in the corresponding boxes
in the organizational chart as shown in Figure 10.2. As you can see, each of
the organizational units has its own expense and (where applicable) revenue
accounts. Each center is charged with the expenses it incurs and is credited
with the revenues (if any) it generates. In this way, relevant expense and rev-
enue data can be developed for the purpose of measuring and evaluating the
performance of each center and its manager or supervisor. GAAP format
treats bad debt expense as an operating expense usually placed in the unas-
signed expense category.

Revenue Accounts
In this numerical coding system, the first digit of revenue accounts is 4.
When the first digit of a revenue account number is 4, the second digit indi-
cates the fund, and the third, fourth, and fifth digits provide a classification
of revenue by specific organizational units. Account number 40120, for
example, designates the following:

Digit 
Position

First 4 = Revenues



Second 0 = Operating fund
Third 1 = Inpatient services revenue
Fourth 2 = Operating room
Fifth 0 = Unspecified

In other words, 120 is the numerical code for the operating room
department or function. Similarly, 150 is the code for laboratory, 270 is the
designation for pharmacy, and so on.

When a particular service is organized into several subordinate units,
as is often true of the laboratory department, the account numbering system
provides for a numbering scheme such as the following:

Account No. Subordinate Units
151 Chemistry
152 Hematology
153 Histology
154 Autopsy
155 Immunology
156 Blood bank 

Even when the laboratory is a single organizational unit, this series of
accounts may be used to obtain a classification of laboratory revenues by type
of service or examination.

As another example of the use of the third, fourth, and fifth digits for
revenue accounts, observe the following account classifications for the types
of revenues derived from acute care nursing units:

Account No. Subordinate Units
111 Medical and surgical, unit 1
112 Medical and surgical, unit 2
113 Medical and surgical, unit 6
114 Pediatric, unit 1
115 Pediatric, unit 2
116 Psychiatric unit
117 Obstetric unit
118 Newborn nursery

Although our Hartful Hospital illustration will not include this much
detail, it is important to keep in mind that detailed revenue information of
this kind is essential in actual practice.

When the first digit of a revenue or revenue deduction account is 
4 or 5, the second digit refers to the fund type; third, fourth, and fifth dig-
its are used mainly to classify the revenue or revenue deduction by type.
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Revenues
Nursing Services
40110 Nursing units
40120 Operating room
40130 Emergency room
40140 Central supply
——— Other accounts, as necessary

Ancillary Services
40150 Laboratory
40160 Radiology
40170 Pharmacy
40180 Anesthesiology
——— Other accounts, as necessary
40300 Interest income
40400 Rental income
40500 Tuition income
40600 Other operating revenues

40610 Cafeteria
40620 Parking

——— Other accounts, as necessary
40700 Premium revenue
40800 Nonoperating revenues

40810 Unrestricted contributions
40820 Interest income

——— Other accounts, as necessary
50000 Deductions from revenues

50010 Contractual adjustments
50020 Charity care adjustments

Expenses
60100 Salaries and wages expense

60110 Nursing units
60120 Operating room
60130 Emergency room
60140 Central supply
60150 Laboratory
60160 Radiology
60170 Pharmacy
60180 Anesthesiology
60190 Administrative services

60191 Dietary
60192 Housekeeping
60193 Laundry
60194 Accounting
60195 Admitting
60196 Purchasing
60197 Human resources
60198 Health information management

FIGURE 10.3
Hartful 
Hospital Chart
of Statement 
of Operations
Accounts

Continued
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This chart of accounts also calls for the use of a sixth digit in connection with
revenue accounts in the 40000 series. This sixth digit is employed to classify
these patient services revenues by type of patient. The patient classifications
may be handled as follows:

Sixth Digit Subordinate Units
0 Inpatient, acute
1 Inpatient, long-term
2 Outpatient, emergency
3 Outpatient, referred
4 Outpatient, clinic
5 Day care
6 Home health care
7
8 Other classifications
9

Sixth Digit 
to Classify

Patient 
Services 

Revenues

——— Other accounts, as necessary
60200 Supplies expense

60210 Nursing units
60220 Operating room
60230 Emergency Room
60240 Central supply
60250 Laboratory
60260 Radiology
60270 Pharmacy
60280 Anesthesiology
60290 Administrative services

60291 Dietary
60292 Housekeeping
60293 Laundry
60294 Accounting
60295 Admitting
60296 Purchasing
60297 Human resources
60298 Health information management

——— Other accounts, as necessary
60300 Utilities expense
60400 Insurance expense
60500 Repairs expense
60600 Rent expense
60700 Depreciation expense
60800 Interest expense
60900 Bad debt expense
61000 Other expenses

FIGURE 10.3
Continued

Hartful 
Hospital Chart

of Statement 
of Operations

Accounts

}
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A seventh digit may be used to subclassify further revenues in whatever
manner may be desired by the individual hospital. Presumably, this classifica-
tion could be related to the financial status of the patient (source of payment),
the type of hospital accommodation (private or semiprivate), and so on.

Finally, many charts of accounts also provide for eighth, ninth, and possibly
tenth digits to be used as a three-digit suffix to classify revenues by functional
units for purposes of uniform reporting. For our present purposes, you
should only be concerned with the four-digit revenue account numbers that
are seen in Hartful Hospital’s chart of accounts.

Expense Accounts
In this chart of accounts, the first digit of the expense accounts is a 6. When the
first digit of an expense account number is 6, the second indicates the fund, and
the third, fourth, and fifth digits provide a classification of expense by organiza-
tional units. Account number 60120, for example, designates the following:

Digit 
Position

First 6 = Expenses
Second 0 = Operating fund
Third 1  = Salaries and wages expense
Fourth 2 = Operating room
Fifth 0 = Unspecified

As noted earlier in the discussion of revenue accounts, 120 is the
numerical code for the operating room department or function. Thus, oper-
ating room revenue is account 40120; operating room expense is account
60120. A similar procedure is followed for all other organized units that
incur expenses and generate revenues.

In situations in which a particular service is organized into several sub-
ordinate units, as is often true of the laboratory department, the account
numbering system for expense accounts parallels that of the revenue accounts
in a scheme such as the one in the following:

Expense Revenue
Account No. Account No.

60151 Chemistry 40151
60152 Hematology 40152
60153 Histology 40153
60154 Autopsy 40154
60155 Immunology 40155
60156 Blood bank 40156

As another example of the use of the third, fourth, and fifth digits
as codes for the various organizational units, observe the following

Three-Digit
Suffix to 
Classify 
Revenues by
Functional
Units
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account classifications for expenses and revenues related to the acute care
nursing units:

Expense Revenue
Account No. Account No.

60111 Medical and surgical, unit 1 40111
60112 Medical and surgical, unit 2 40112
60113 Medical and surgical, unit 6 40113
60114 Pediatric, unit 1 40114
60115 Pediatric, unit 2 40115
60116 Psychiatric unit 40116
60117 Obstetric unit 40117
60118 Newborn nursery 40118

The Hartful Hospital illustrations presented in later chapters do not
include this much detail, but you should keep in mind that detailed expense
information of this kind is required in actual practice.

When the first digit of an expense account number is 6, the second
digit is the fund designation, and the third, fourth, and fifth digits are used
to classify the expense by various departments or by natural classifications. 

For expense accounts not classified by natural classification, this chart of
accounts provides sixth and seventh digits that can be used as indicators
for the natural classification of expenses in each organizational unit of the
hospital.

Within each of the preceding major categories, detailed classifications
should be maintained to indicate job classifications, kinds of benefits, types
of fees, types of supplies, and so on. A sufficient number of digits is available
to permit such breakdowns in each category.

Handling Unassigned Expenses
Several accounts are provided for Hartful Hospital’s unassigned expenses.
These expenses are general in nature and, in the regular accounting rou-
tine, are not charged or assigned to specific departmental expense centers.
The reason for this is that, for the most part, these expenses are not con-
trollable by individual department managers and supervisors. In the peri-
odic cost-finding procedure, however, the unassigned expenses are allo-
cated to the various expense centers to determine the full costs of providing
departmental services. Cost-finding (cost accounting) procedures will not
be dealt with in this book.

Chapter 11 incorporates Hartful Hospital’s chart of accounts into a
journal and ledger system. It is important, therefore, to master the materials
presented in this chapter before you move on to the next chapter. Detailed
applications of Hartful Hospital’s chart of accounts also are encountered in
Chapters 12, 13, and 14.

Sixth and 
Seventh Digits

for Natural
Classifications
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Questions

Q10.1. What is your understanding of the term responsibility accounting?
Q10.2. What is a responsibility center? Give an example.
Q10.3. Distinguish between an expense center and a revenue center. Give 

an example of each.
Q10.4. What are unassigned expenses? Give four examples.
Q10.5. Why do you think professional associations like the Healthcare 

Financial Management Association publishes model charts of 
accounts?

Q10.6. The chart of accounts contains an account numbered 40130 
and 60130. Explain briefly what each digit of these account 
numbers mean.

Q10.7. The following account appeared in the ledger of Hartful Hospital 
on May 31, 20X3:

Account Number 20100
5/31 $49,351 5/1 $46,877

5/31 52,308
49,834

Briefly identify each of the figures in the account.
Q10.8. The expanded chart of accounts contains an account numbered 

40110. Explain briefly what the digits of this account number mean.
Q10.9. In connection with revenue accounts in the 40000 series, the chart 

of accounts provides for the use of a fifth digit. For what purpose 
is this fifth digit employed?

Q10.10. In the chart of accounts, the first digit of expense account numbers
is 6. Briefly explain the meaning of this initial digit.

Q10.11. The chart of accounts contains an account numbered 60170. 
Explain briefly what the digits of this account number mean.

Q10.12. In connection with expense accounts in the 60000 series, the 
chart of accounts provides for the use of fifth and sometimes sixth 
digits. For what purpose are these fifth and sixth digits employed?

Q10.13. In the chart of accounts, the first digit of revenue account numbers
is 4. Briefly explain the meaning of this initial digit.

Q10.14. In the account numbering system set forth in the chart of accounts,
how can you distinguish between a liability account number and a 
hospital net assets account number?
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11
CHAPTER

SPECIAL JOURNALS AND LEDGERS

In the preceding chapters, all transactions were recorded in one journal:
the general journal. All postings of these transaction entries were made to
one ledger: the general ledger. Charges to patients for services rendered

were debited to a single accounts receivable account; purchases of supplies on
account from suppliers were credited to a single accounts payable account.
We rather conveniently ignored the need for maintaining a continuous record
of the amounts due from each patient or due to each supplier.

These procedures were followed in earlier chapters only to simplify
the introductory explanation of the accounting process. In actual practice,
using a single journal and ledger is not feasible. The necessity for keeping
receivables records for individual patients and records of payables accord-
ing to individual creditors cannot be avoided. In this chapter, and in the
next three, you will have an opportunity to study a multijournal, multi-
ledger system as it is maintained manually (in handwritten or typewritten
form). The system overcomes the inefficiency of the single journal and
ledger procedure, and it provides the detailed information required for
hospital receivables and payables.

The illustrated system assumes that the accounting records are main-
tained manually. This assumption is made only for pedagogical reasons. All
hospitals, including smaller ones, have electronic accounting systems because
the volume of transactions prohibits the use of methods that are entirely
manual. But your time is not wasted in a study of the manual system illus-
trated here, because in essence all systems fulfill the same functions.

Overview of the System

The system of special journals and ledgers described in this chapter and
explored in detail in the next three chapters includes

• A general journal,
• Six special journals,
• A general ledger, and
• Two special (subsidiary) ledgers.

The five-digit numerical coding scheme for the accounts involved in
this system was outlined in the previous chapter.
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Recording Transactions
Figure 11.1 summarizes the flow of transaction data through the system. As
transactions occur, documentary evidences—charge tickets, purchase orders,
cash receipt slips, bank deposit slips, and other business papers—are accumu-
lated. These source documents serve as a basis for transaction entries in the
journal system. A separate journal is maintained for each major type of trans-
action. The cash receipts journal, for example, records all of the hospital’s
cash receipt transactions, the cash disbursements journal is used to record all
cash disbursements, and so on. This permits a division and specialization of
labor within the accounting function. In a large organization, for example, a
different accounting employee may be assigned to each journal. Therefore,
transactions are likely to be recorded in a more accurate and efficient manner
than would be possible using only one journal.

Thus, as daily transactions are completed, they are recorded by trans-
action entries in the appropriate journal. These entries accumulate in the
journals day by day over a period of a month. At the end of each month, the
accumulated entries in each special journal are totaled, and the totals are
posted to the hospital’s general ledger; individual daily entries are not posted
to the general ledger accounts. For example, daily entries are made in the
cash receipts journal to record debits to cash. These numerous individual
debits are totaled at the end of the month, and only the total is posted to the
general ledger cash account. This greatly reduces the number of individual
postings to be made to the general ledger accounts and eliminates much of
the detail that the general ledger otherwise would contain.

Accounts Receivable and Accounts Payable Subsidiary Ledgers
Certain daily postings, however, are made to the subsidiary ledgers. Two of
the subsidiary ledgers maintained by Hartful Hospital are identified in Fig-
ure 11.1. One of these is the accounts receivable subsidiary ledger, some-
times referred to simply as the patients’ ledger or receivables ledger. It consists
of a ledger account for each patient. These accounts receive daily debit post-
ings from the revenue journal, and daily credit postings come from the cash
receipts journal. (Occasional debit and credit postings also may arise from
certain transaction entries made in the general journal.) In this way, a contin-
uous daily balance is maintained in each patient’s account.

The total of these individual balances is reconciled monthly against the
balances of the accounts receivable “control” accounts (accounts 10410,
10420, and 10430) in the general ledger. In addition, a schedule of individ-
ual subsidiary ledger balances can be prepared in support of the total of
accounts receivable as reported in the month-end balance sheet. These pro-
cedures will be described more fully in Chapter 12.

The other subsidiary ledger seen in Figure 11.1 is the accounts payable
subsidiary ledger, often called simply the payables ledger. This ledger consists
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of a separate ledger account for each supplier of goods and services purchased
by the hospital. These accounts receive daily credit postings from the voucher
register and daily debit postings from the cash disbursements journal. In this
way, a continuous daily balance is maintained in each supplier’s account. The
total of the individual subsidiary ledger balances is reconciled monthly with
the accounts payable control account (20100) in the general ledger. A sched-
ule of these subsidiary ledger balances can be prepared at the end of each
month to support the accounts payable total reported in the month-end bal-
ance sheet. These procedures will be described more fully in Chapter 14.

Payroll Ledger
Another subsidiary ledger maintained by Hartful Hospital is the payroll sub-
sidiary ledger, which reflects the employees’ individual earnings records. This
ledger is used in connection with the payroll journal and is discussed at
length in Chapter 13. Subsidiary ledgers for inventories and plant assets are
described and illustrated at subsequent points in this book.

Journal System

Hartful Hospital’s journal system is based on the following seven classifica-
tions of the business transactions of the hospital:

1. Charges to inpatients for services rendered
2. Charges to outpatients for services rendered
3. Cash receipts
4. Purchases of supplies and services
5. Payroll
6. Cash disbursements
7. All other transactions

In the system described here, as noted earlier, a separate journal is
maintained for each of these seven major types of transactions.

Inpatient Revenue Journal
The inpatient revenue journal, illustrated in Figure 11.2, is used only to
record those transactions that result in charges to inpatients for hospital
services provided to them. No other type of transaction should be recorded
in this journal, nor should inpatient revenue transactions be recorded in
any of the other journals. As hospital services are rendered to inpatients,
source documents—census reports and charge tickets, for example—are
prepared. Copies of these documents are sent to the hospital accounting
offices, where they are turned over to the employee who maintains the
inpatient revenue journal. This person uses the source documents as the
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basis for daily journal entries that debit patients’ accounts receivable and
credit the various patient services revenue accounts. The details of this pro-
cedure are provided in Chapter 12.

These daily entries in the inpatient revenue journal are not posted to the hos-
pital’s general ledger. Instead, at the end of the month, each column of the
journal is totaled, and the totals (except for the sundry debits and credits
columns) are posted to the general ledger accounts indicated. Entries in the
sundry columns must be individually posted, but entries in these columns will
not be frequent or numerous.

Daily postings, however, are made to the accounts receivable sub-
sidiary ledger. These postings consist of debits to individual patients’
accounts for the services rendered to them each day. Naturally, steps must be
taken to ensure that the total of these debit postings for each day equals the
total debit to accounts receivable entered in the journal for that day. Again,
you will find the details of this posting procedure explained in Chapter 12.

Outpatient Revenue Journal
The outpatient revenue journal, illustrated in Figure 11.3, is used only to
record transactions that result in charges to outpatients for hospital services
provided to them. No outpatient revenue transactions should be recorded in
any of the other journals, nor should any other type of transaction be
recorded in this journal. We will assume, for our present purposes, that all
services rendered to outpatients at Hartful Hospital are passed through the
outpatient receivables account (10430). This procedure is followed even
though payment may be received from outpatients at the time services are
rendered to them. The alternative procedure, followed when outpatient serv-
ices can be provided on a cash basis, is to bypass the receivables account and
debit cash directly (crediting the appropriate outpatient revenue accounts).
This alternative procedure generally should be discouraged, however,
because it tends to weaken internal control over outpatient revenues and cash
receipts and contradicts accrual accounting principles.

As hospital services are rendered to outpatients, source documents
(charge tickets) are prepared in the service-rendering departments. (These
departments do not receive cash; outpatients pay for the services at a central-
ized cash-receiving station as they enter or leave the hospital, or they are
billed for the services after the fact.) The departments enter the charge tick-
ets in outpatient services logs or reports. Copies of the logs, along with
copies of the related charge tickets, are routed to the hospital’s accounting
offices, where they are turned over to the accounting employee who is
responsible for maintaining the outpatient revenue journal. These documents
are used as the basis for debiting outpatient receivables and crediting the
appropriate revenue accounts.

Posting 
Totals to 
General
Ledger
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At the end of the month, the journal columns are footed, and the totals
are posted to the general ledger. Daily postings of charges to outpatients are
made to the accounts receivable subsidiary ledger. You will see the details of
the process of journalizing and posting outpatient revenue transactions in
Chapter 12. The procedure is much the same as for inpatient revenues.

Cash Receipts Journal
Hartful Hospital’s cash receipts journal is illustrated in Figure 11.4. It is used
to record all cash receipts from whatever source. As was noted earlier, the hos-
pital has a centralized cashiering location. As cash is received, either by mail or
over the counter, a cash receipt slip is prepared for each item. All cash receipts
are deposited intact daily. Copies of the bank deposit slips, along with copies of
the related cash receipt slips, are sent to the hospital’s accounting offices each
day. Here, the employee in charge of the cash receipts journal uses the source
documents to record debits to cash and credits to the receivables accounts.

The journal columns are footed at the end of each month, and the
totals are posted to the indicated general ledger accounts. Daily postings are
made to the accounts receivable ledger to give individual patients credit for
the payments received from them or on their behalf from their third-party
sponsors. Details of the procedure of journalizing and posting of cash
receipts appear in Chapter 12. We also will examine internal control princi-
ples and practices with respect to hospital revenues and cash receipts.

Payroll Journal
The payroll journal employed by Hartful Hospital is illustrated in Figure
11.5. This journal is used to record the salaries and wages earned by hospital
employees during each pay period. As you can see, the journal provides
columns for the recording of gross pay, payroll taxes and other withholdings,
and the net payroll. The necessary data for the payroll journal entries are
compiled from information provided by departmental time reports, person-
nel department records, time clock cards, and other source documents, as
will be explained in detail in Chapter 13.

Once the net payroll (assume a figure of $116,492) is determined and
credited to the accrued salaries and wages payable account (20400), individ-
ual paychecks are written and issued to hospital employees. The checks are
drawn against the hospital’s cash—payroll checking account (10120), but no
entry is made to credit that account. Instead, the amount of the net (accrued)
payroll is vouchered through the accounts payable account in the voucher
register as follows:

Accrued salaries and wages payable 20400 $116,492
Accounts payable 20100 $116,492
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The debit closes the accrued employee compensation and related
liabilities account (which previously was established with a credit from the
payroll journal) and sets up the amount of the net payroll as an account
payable.

Then, a single check is written against the cash—general checking account
(10110) and recorded in the cash disbursements journal as follows:

Accounts payable 20100 $116,492
Cash—general checking account 10110 $116,492

Thus, the cash—payroll checking account is never debited or credited,
nor does it ever have a ledger balance (other than perhaps a nominal balance).
The $116,492 check drawn on the general checking account, of course, is
deposited to the payroll checking account at the hospital’s bank. When the
individual paychecks are cashed by employees, the payroll checking account
is automatically cleared to a zero balance. This procedure removes the large
volume of paychecks from the general checking account, thereby facilitating
the reconciliation of that account with the monthly bank statement. Another
illustration of these procedures will be provided in Chapter 14.

All postings from the payroll journal are made on a monthly basis.
Hartful Hospital, however, does maintain (as required by law) an employees’
individual earnings record, which in effect is a subsidiary payroll ledger. We
will examine this record in Chapter 13.

Voucher Register
Hartful Hospital follows an accounting policy that requires that all disburse-
ments be vouchered through accounts payable. In other words, an entry such
as the following is prohibited by the system:

Supplies expense—dietary 60291 $1,387
Cash—general checking account 10110 $1,387

This disbursement or any other disbursement requires the preparation
of a document known as a voucher. The vouchering of proposed disburse-
ments includes the auditing of invoices and the securing of authorizations.
Once an item is vouchered and approved for payment, the voucher register
entry is as follows:

Supplies expense—dietary 60291 $1,387
Accounts payable 20100 $1,387

Thus, before a check is written, an investigation is made of the pro-
posed disbursement, and (if approved) a credit is made to a liability account
(accounts payable). When the check is written, an entry is made in the cash
disbursements journal, as follows:

Drawing the
Payroll Funds
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Accounts payable 20100 $1,387
Cash—general checking account 10110 $1,387

This procedure, known as a voucher system, provides a high order of
accounting control over hospital disbursements. A major portion of Chapter 14
will be devoted to a description of the voucher system employed by Hartful
Hospital.

Figure 11.6 illustrates Hartful Hospital’s voucher register, which also may
be called an accounts payable journal or purchases journal. As invoices and
bills are received by the hospital, they are vouchered (processed for payment)
by accounting employees. The vouchers, along with the underlying docu-
ments (purchase orders and receiving reports, for example), are turned over
to the person who maintains the voucher register. This person enters the
vouchers in the register, recording debits to the various accounts indicated by
the column headings. In each case, the credit is to accounts payable.

At the end of the month, the column totals are posted to the general
ledger accounts. Daily postings are made to the accounts payable subsidiary
ledger to maintain a daily record of the amounts due to individual hospital
creditors. This procedure is described more fully in Chapter 14.

Cash Disbursements Journal
Hartful Hospital’s cash disbursements journal is illustrated in Figure 11.7. This
journal, which also is known as a cash payments journal or check register, is used
to record all hospital disbursements for whatever purpose. Vouchered items, as
they become due for payment, are sent to the hospital’s disbursing officer—
that is, the individual who has authority to sign checks drawn on the hospital’s
checking account. This person, if satisfied as to the propriety of the disburse-
ments, signs the related checks and has them mailed to the appropriate parties.
The paid voucher, along with attached underlying documents, is returned to
the accounting office, where the person in charge of the cash disbursements
journal records the disbursements by debits to accounts payable and credits to
cash. The paid vouchers are then placed in a file that should be retained for the
period of time specified. Chapter 14 illustrates these procedures in more detail.

Monthly postings are made to the general ledger of the column totals in the
cash disbursements journal. Daily debit postings are made to the accounts
payable subsidiary ledger.

General Journal
The general journal used by Hartful Hospital is shown in Figure 11.8. You are
already well acquainted with this journal. It is important that you now under-
stand, however, that the general journal is used sparingly in a multijournal

Entering
Vouchers

Posting 
the Cash 

Disbursements
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Accounts Sundry Debits and Credits
20X1 Check Cash Payable Account
Date Description Numbers Cr. Dr. Dr. Numbers Dr. Cr.

Totals
Credit Debit Debit
10110 20100

FIGURE 11.7
Cash 
Disbursements
Journal
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20X1 Account
Date Accounts and Explanations Numbers Dr. Cr.

FIGURE 11.8
General Journal
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system. In Hartful Hospital’s system, the general journal is used only to
record those transactions for which a special journal has not been provided.
It will be used mainly for adjusting and closing entries. Most transaction
entries will be recorded in the six specialized journals.

Ledger System

If Hartful Hospital maintained only a general ledger, that ledger would have
to contain a separate account for each patient and each hospital creditor. As
you can imagine, such a ledger would be immense, cumbersome, and
unmanageable. For this reason, the individual accounts for hospital patients
and creditors are removed from the general ledger and are established as sub-
sidiary ledgers.

The general ledger, however, does contain control accounts for patient
receivables and accounts payable.

Balancing Subsidiary Ledgers
As mentioned several times in the preceding discussion, the general ledger
control accounts are posted monthly for the accumulated totals provided by
the special journals; the subsidiary ledgers, however, are posted daily in the
individual amounts of transactions. This requires that the subsidiary ledgers
be balanced against, and reconciled with, the month-end balances of the related
general ledger control accounts. This is an extremely important feature of a hos-
pital’s overall internal control system, as you will see in the chapters to follow.

Questions

Q11.1. What are the advantages of maintaining several special journals 
rather than a single general journal?

Q11.2. Distinguish between the general ledger and a subsidiary ledger. 
Name three types of subsidiary ledgers.

Q11.3. What is the purpose of having sundry debits and credits columns in 
a special journal? Describe the posting procedure for the amounts 
entered in these columns.

Q11.4. State two advantages of maintaining control accounts in the general
ledger of a hospital.

Q11.5. How would you determine that a special journal balances?
Q11.6. “Whenever a debit posting is made to a general ledger control 

account, one or more credit postings of the same aggregate 
total must be posted to the related subsidiary ledger.” Do you agree 
or disagree? Explain your answer.
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Q11.7. Why must transactions be posted to the subsidiary ledgers more 
frequently than to the general ledger?

Q11.8. Hartful Hospital employs the seven journals indicated in Figure
11.1. Indicate the name of the journal in which each of the fol-
lowing types of transactions would be recorded:
a. Charges for services rendered to outpatients
b. Purchase of supplies on account
c. Payments made on accounts payable
d. Charges for services rendered to inpatients
e. Issuance of payroll checks to employees
f. Cash collections received on patients’ accounts
g. Cash purchases of supplies
h. Sale of long-term investments for cash
i. Purchase of new equipment on account
j. Receipt of interest income from temporary investments

Q11.9. Describe briefly the posting procedure for the revenue journal
and the cash receipts journal.

Q11.10. An inpatient charge ticket for $60 was correctly recorded in the
inpatient revenue journal, but the patient’s account in the accounts
receivable subsidiary ledger was incorrectly debited for only $6.
How will this error be discovered?

Q11.11. Describe briefly the posting procedure for the payroll journal, 
voucher register, and cash disbursements journal.

Q11.12. An invoice for the purchase of $150 of supplies was correctly
recorded in the voucher register, but the supplier’s account in the
accounts payable subsidiary ledger was incorrectly credited for
$510. How will this error be discovered?

Q11.13. Hartful Hospital provides many outpatient services on a cash
basis. In such cases, would it be appropriate to bypass the outpa-
tient revenue journal and record the transaction directly in the
cash receipts journal only to debit cash and credit outpatient 
revenue? Explain your answer.

Q11.14. What is the purpose of the check     column in the inpatient
revenue journal?

Q11.15. Describe briefly the use of the cash—payroll checking account
(10120).

Q11.16. In the accounting system described in this chapter, is an entry
such as the following possible?

Supplies expense—laboratory 60250 $259
Cash—general checking 

account 10110 $259
To record cash purchase of 

supplies for the laboratory 
department

(3)
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Explain your answer.
Q11.17. The following is a list of general ledger accounts. For each

account, name the journals from which debit and credit postings
normally would be received.
a. Inpatient services revenue—pharmacy
b. Outpatient receivables
c. Inpatient receivables—in-house
d. Other operating revenues—cafeteria
e. Notes payable

Q11.18. The following is a list of general ledger accounts. For each
account, name the journals from which debit and credit postings
normally would be received.
a. Cash—general checking account
b. Supplies expense—pharmacy
c. Salaries and wages expense—pharmacy
d. Equipment
e. Accounts payable

Q11.19. The following is a list of general ledger accounts. For each
account, name the journals from which debit and credit postings
normally would be received.
a. Operating room revenues
b. Notes payable
c. Unrestricted contributions
d. Deductions from revenues—charity care adjustments
e. Accrued salaries and wages payable

Q11.20. The following is a list of general ledger accounts. For each
account, name the journals from which debit and credit postings
normally would be received.
a. Prepaid insurance
b. Temporary investments
c. Allowance for uncollectible accounts
d. Land
e. Hospital net assets
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12
CHAPTER

REVENUES, RECEIVABLES, AND 
CASH RECEIPTS

This chapter explains the basic procedures involved in recording rev-
enues, receivables, and cash receipts. The discussion and illustrations
relate to our hypothetical Hartful Hospital, whose chart of accounts was

outlined in Chapter 10 and whose journal and ledger system was introduced
in Chapter 11. Although the procedures here are similar to those found in
actual practice, you should recognize that there is no ideal system that is com-
pletely applicable to all hospitals. You should not assume, therefore, that the
procedures followed by Hartful Hospital are precisely identical to those of any
particular real-world hospital. The discussion will, however, give you an excel-
lent understanding of the accounting requirements as well as an insight into
certain methods that have been developed to meet those requirements. These
observations also apply to the materials of Chapters 13 and 14.

Recording Inpatient Revenues

The greatest share of hospital revenues generally is derived from the services
rendered to inpatients. These services are of two major types: (1) the daily
room, board, and routine nursing services; and (2) the other professional, or
ancillary, services. The accounting objective is to make a prompt and accurate
record, on the accrual basis and at the hospital’s established rates, of all serv-
ices rendered, regardless of the amounts (if any) the hospital expects to collect
for those services. As a matter of fact, hospitals usually collect less than their
full, established service rates, usually because of contracts that the hospitals
have entered into with third-party insurance-type payers (e.g., Medicare,
Medicaid, managed care organizations), but this has no effect on the amount of
revenue to be recorded when services are rendered to patients. Any differences
between gross revenues (measured at established rates) and collectible revenues
are recorded as revenue deductions. This procedure permits a monetary meas-
urement of earned revenues, “lost” revenues, and collectible revenues.

Daily Inpatient Services
As a person enters the hospital as an inpatient, several different forms are
completed. An illustration of one of these forms is presented in Figure 12.1.
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It is a multipart form, one part of which is sent to the accounting office,
where it serves as the patient’s individual subsidiary ledger card. It is impor-
tant that information obtained in the admitting process allows for proper
classification of the patient (and the related revenues and receivables) accord-
ing to demographic and insurance status, medical category, and so forth.

During the period of stay, the inpatient’s ledger card is charged for the services
provided, and the appropriate revenue accounts will be credited. The account-
ing and control systems must provide detailed written evidence of all hospital
services provided as well as documentation of the attending physician’s author-
izations. This evidence appears in the patient’s medical charts, which are main-
tained at the nursing stations, and in supporting source documents that are
kept in the accounting department. As you will see shortly, the ledger card will
be credited for payments received from or on behalf of the patient. And, in
many cases, noncash credits for charity and contractual adjustments may be
made to the ledger card. On the patient’s discharge, the medical documents are
filed in the medical records department; the financial documents are retained
in the accounting department for billing and collection purposes.

A major portion of the charges to inpatients arises from the provision of
room, board, and normal nursing services. These services sometimes are
referred to as routine services or daily patient services. In any event, these
charges are compiled from information obtained from the daily census
report. Forms and procedures differ, but the determination of charges and
revenues for daily patient services basically is a matter of multiplying occupied
rooms (beds) by established daily charges for those accommodations. In the
Hartful Hospital system, a “day-rate service sheet” is used as a combination
of census report and revenue-charge summary. This form, shown in Figure
12.2, consists of a preprinted listing of each room and bed in the hospital. It
is classified by nursing unit, including an indication of the daily charge for
each type of accommodation.

The sheet is pretotaled for 100 percent occupancy. As a part of the mid-
night census, a line is drawn through the listing of each unoccupied bed. The
total revenue represented by these unoccupied accommodations is computed
and deducted from the 100 percent occupancy figures. This produces the gross
earned revenues for the day as well as the charge to each patient’s ledger card.
The objective is to secure a high degree of assurance that the census of patients
is accurate, that debits are made to patients’ accounts, and that credits are made
to revenue accounts in the correct amounts for all daily services provided.

Other (Professional) Ancillary Services
A physician must order most services rendered to patients. Such orders are
written in the patient’s chart by attending physicians and prescribe all necessary

Uses of the
Inpatient’s
Ledger Card

Determining
Charges for
Daily Services
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patient services. Nurses or other nursing station personnel (acting under the
nurses’ supervision) requisition the services so prescribed. To obtain ade-
quate accounting control over the charges and revenues arising from these
services, therefore, the full cooperation of all nursing personnel is essential.

As various ancillary services are required for patients, nursing station personnel
prepare requisition-charge tickets, such as the one illustrated in Figure 12.3.
A separate set of tickets may be used for each type of service. Each ticket may
be prenumbered, and charge tickets for each service may be of different colors
to aid with identification and sorting.

The charge tickets often are prepared in triplicate. The original and
duplicate copies go to the professional department that renders the service;
the triplicate copy remains at the nursing station. The ticket gives the profes-
sional department the authority to render the prescribed service. Periodically
during each day, the original copies of the charge tickets are collected from
the professional departments and are taken to the hospital’s accounting
offices; the duplicates remain with the professional department. The charge
tickets are usually priced either in the professional departments or in the
accounting office.

FIGURE 12.3
Requisiton-
Charge TicketLABORATORY Walk

Chair

Bed

N 99999Check If Patient 
Is Leaving Today  . . . . . . .m.

*If this is a CREDIT, check
here and also circle amount

Patient’s
Name Room No.

If OUT-Patient
Address Age

Requested by Dr. Date 20

Medical, etc.    Surgical    Operation Scheduled for—Date 20 Time .M.

Remarks Signed

Please Send 1st and 2nd Copies Number Checked off Posted to
to Laboratory on Control Sheet Patient’s Account

Adm. Repeat EXAMINATION OR TEST REQUESTED CHARGE*
Blood Count–Complete    R.B.C.    W.B.C.    Hb.    Diff.
Urinalysis–Voided    Catheterized    Time Collected        .M.
Kahn    Kline    Kolmer    Mazzini    Wassermann    
Special Tests, etc. (Specify)

11

Preparing and
Processing
Requisition-
Charge Tickets
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Each day, an accounting employee sorts the charge tickets by color (depart-
ment). Each color group is then totaled to determine the day’s revenue for
each departmental service. The same tickets are sorted according to individ-
ual patient so that appropriate charges can be made to the appropriate
patient’s ledger card. Naturally, a reconciliation must be made to ascertain
whether the total debits to the ledger cards equal the total of all tickets, and
whether the total credits to the various revenue accounts equal the total of
all tickets. In some systems, a worksheet is prepared to summarize the charge
tickets and make the necessary daily reconciliations.

Inpatient Revenue Journal
Whatever the data collection system, daily journal entries must be made to
record debits to the inpatient receivables control accounts and credits to the var-
ious revenue accounts. We will assume that Hartful Hospital uses the day-rate
service sheet and requisition charge tickets to generate the necessary data. These
data are journalized in the inpatient revenue journal as indicated in Figure 12.4.
This is merely a sample entry to illustrate the manner in which a day’s inpatient
revenues may be recorded. A similar entry is made each day of the month. You
will have to imagine that all 31 lines of the journal are filled. Assume that the 31
daily entries add to the column totals shown in the journal.

It is assumed here that a daily worksheet summary of the day-rate service
sheet and all charge tickets is prepared in the accounting office. The total of
the day-rate service sheet and the total of the charge tickets together make
up the total $14,645 debit to inpatient receivables—in-house (10410) for
May 5, 20X1. Similarly, an analysis of the day-rate service sheet and of the
charge tickets provides the totals credited to each revenue center account for
the same day. Each day’s entry should be cross-footed to check whether the
total of credits equals the amount of the debit to inpatient receivables.

Thus, a daily summary of charges and revenues is entered on a single
line of the journal. When this procedure is followed, an indication of charge
ticket numbers in the journal is not feasible. This requires the retention of the
worksheet or other form on which the summary totals were determined, as
well as retention of the day-rate service sheets and charge tickets in appropriate
files. In this way the necessary “audit trails” (paperwork proofs) are provided
for the hospital’s internal and external auditors. In other words, the system
must facilitate the auditors’ tracing of journal entries to source documents and
must provide safeguards against either the omission of transactions or the
recording of the same transaction more than once. An alternative would be to
journalize the charge tickets individually, but this often is not feasible in a
manual system because of the large number of charge tickets issued each day.

Notice the sundry debit and credit columns on the far right side of the
journal. These columns are provided for occasional debits or credits that may

Summarizing
Charges

      



Totals 453,995 187,500 26,100 14,400 34,100

Debit Credit Credit Credit Credit Credit Credit
10410 40110 40120 40130 40140
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Inpatient Nursing Services Revenue Credits
20x1 Receivables Nursing Operating Emergency Central Other Other
Date Dr. Unit Room Room Supply Units Units

5 5 14,645 6,250 900 450 1,100

FIGURE 12.4
Inpatient 
Revenue 
Journal(3)

3

Continued

           



HFMA’s Introduction to Hospital  Accounting226

Other Professional Services Revenue Credits Sundry Debits 
and Credits

Other Account
Laboratory Radiology Pharmacy Anesthesia Units Numbers Dr. Cr.

1,820 2,135 1,040 950

56,420 88,835 24,960 21,680

Credit Credit Credit Credit Credit
40150 40160 40170 40180

FIGURE 12.4
(Continued)

Inpatient 
Revenue 
Journal
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be required but for which appropriate separate columns have not been
included in the journal. The journal should be designed so that the use of
these sundry columns will rarely be necessary.

As these daily summaries of charges and revenues are entered in the
journal, daily postings of charges are made to the inpatients’ subsidiary ledger
cards on the basis of the information provided by the day-rate service sheet
and the individual charge tickets sorted according to patient name, hospital
number, or room number. The total of these debit postings, of course, must
equal the total debited to inpatient receivables in the journal. When this
equality has been established, a check mark     is placed in the journal column
provided beside the date.

No daily postings are made to the general ledger accounts. At month’s
end, however, the various columns of the journal are totaled and cross-footed
to ensure that the total of the debit columns equals the total of the credit
columns. Each column total is then posted to the appropriate general ledger
account as indicated at the foot of each column.

As noted earlier, the Hartful Hospital procedure is a manual system; it
is described here in simplified terms to illustrate certain principles more eas-
ily. Today all hospitals, large and small, use computers due to the great vol-
ume of account activity.

Recording Outpatient Revenues

Charges and revenues for departmental services to outpatients also may be
determined in much the same way as was described for inpatient revenue
accounting. A charge ticket is originated, either at a centralized outpatient
reception desk or in the professional departments providing the outpatient
services. In some cases, personnel of the service-rendering department in
daily services logs summarize the outpatient charge tickets. The account-
ing department, on a daily basis, collects a copy of this log, along with
copies of related charge tickets. On the basis of these documents, a daily
summary of outpatient charges and revenues is prepared and entered on a
single line of the outpatient revenue journal, as illustrated in Figure 12.5
for May 5, 20X1. The worksheet on which this summary was developed,
the logs, and the charge tickets should be retained to provide an appropri-
ate audit trail.

Daily postings are made of charges to outpatient subsidiary ledger
cards. Again, a special column   is provided in the journal to indicate that
the individual debit postings to the ledger cards equal the total debited to the
outpatient receivables column in the journal. At month’s end, the various
columns are totaled, and the totals are posted to the general ledger accounts.
Entries in the sundry columns, however, must be posted individually.

(3)

(3)
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Recording Cash Receipts

An immediate written record should be made of all cash receipts. In many
hospital accounting systems, this record is generated through the preparation
of a cash receipt slip, such as the one illustrated in Figure 12.6. Cash receipts
are of two types: mail receipts and over-the-counter receipts. Two employees
may be assigned responsibility for opening incoming mail. Working together,
they extract the cash items from the mail and list these items on a mail remit-
tance report. One copy of the report is sent directly to the accounting depart-
ment, one copy (with the cash items) goes to cashiering, and one copy is
retained by the mail openers.

Distributing Cash Receipt Slips
On receipt of the cash items from the incoming mail, the cashier issues a cash
receipt slip for the total amount. One copy is given to the mail openers, one
copy is sent to the accounting department, and one copy is retained by the
cashier. For counter receipts, the cashier prepares individual cash receipt slips,
again in triplicate. One copy is given to the patient, one copy is sent to the
accounting department as a medium for postings to the patients’ ledger, and
one copy is filed permanently in numerical sequence. All cash items, both mail
and counter receipts, should be carefully controlled and should be deposited
daily and intact. Cash disbursements should never be made from cash receipts.
A copy of the bank deposit slip is routed to the accounting office.

At the end of each day, the cash receipt slips are summarized and
entered in the cash receipts journal. An accounting employee compares the

FIGURE 12.6
Cash Receipt
Slip

GENERAL COMMUNITY HOSPITAL
STREET ADDRESS

CITY, STATE, ZIP CODE

Patient’s
Name

No.  10351

Room No...

100

$...

CASH RECEIPT

THANK YOU

Received 
the Sum of

Cash      Check      Money Order

Date 20 By

GENERAL COMMUNITY HOSPITAL

and Dollars
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cash receipt slips with the mail remittance report and with the duplicate bank
deposit slip. The cash receipt slips, sorted by patient name, and the mail
remittance report can be used to make the necessary credit postings to the
individual patient’s ledger card.

Hartful Hospital’s cash receipts journal is illustrated in Figure 12.7. A
sample entry for May 5, 20X1, has been included to indicate how the daily
cash receipt transactions are recorded. If cash receipt slips are issued in sev-
eral different numerical series concurrently, an indication of cash receipt slip
numbers in the journal may not be practicable. When this is the case, either
the slips must be journalized individually or a worksheet summary must be
developed to provide an adequate audit trail.

The posting of entries from the cash receipts journal is the same as for
the revenue journals. Daily postings are made to the patients’ ledger;
monthly postings of column totals are made to the general ledger.

Debits to Revenue Deduction Accounts
Notice that the cash receipts journal includes columns for debits to the rev-
enue deduction accounts. To describe how these columns are used, assume a
discharged patient with an account balance of $1,250. On May 5, 20X1,
$1,000 is received by the hospital from the patient’s third-party sponsor in full
payment of the account. The entry to be made by the hospital is as follows:

Cash 10100 $1,000
Contractual adjustments 50010 250

Inpatient receivables—discharged 10420 $1,250

It is assumed here that the $250 difference between the patient’s hos-
pital bill and the amount reimbursed by the third party is not, under the
terms of the contract, recoverable from the patient.

Thus, in Hartful Hospital’s system, debits are made to the revenue
deduction accounts as patients’ accounts are paid. Here, the cash receipts
journal is designed to provide columns for those debits. In other systems,
however, a separate receivables adjustments and allowances journal, or rev-
enue deductions journal, is employed to account for these items. But what-
ever the procedure may be, it is essential that all noncash credits to receiv-
ables be authorized and approved by a responsible hospital official who has
no access to the hospital’s cash receipts and receivables records. This is nec-
essary to protect against a theft of cash receipts that may be covered up by
unwarranted write-offs of accounts receivable balances that were really paid.

The method used by Hartful Hospital in accounting for revenue
deductions is satisfactory as an accounting routine. Care must be taken, how-
ever, to make sure that revenue deductions are recognized on the accrual
basis. The deductions must be recognized in the same period as the related
revenues. To accomplish this, an adjusting entry is required at the end of each
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period for which a balance sheet and statement of operations are prepared.
To illustrate the procedure for contractual adjustments, let us assume that a
hospital had $3.6 million revenues in 20X1 and that $600,000 of this total
remains in accounts receivable at December 31, 20X1. In collecting the $3
million of accounts receivable during the year, assume that contractual
adjustments totaling $150,000 were recorded. In other words, contractual
adjustments averaged about 5 percent of receivables.

This means that the year-end accounts receivable probably include $30,000
(5 percent of $600,000) of unrecognized contractual adjustments. This
$30,000 must be recognized as revenue deductions in 20X1, the year in
which the related revenues are recorded. The required December 31, 20X1,
adjusting entry is the following:

Contractual adjustments 50010 $ 30,000
Allowance for uncollectible accounts 10520 $30,000 
—contractuals

When the $600,000 of accounts receivable are collected in 20X2, the
actual contractual adjustments on these accounts are recorded in accordance
with the routine described for Hartful Hospital, without regard to the adjust-
ing entry. A reversing entry (the reverse of the above adjusting entry) can be
made by the hospital on January 1, 20X2, to avoid recording the same con-
tractual adjustments twice (in 20X1 and 20X2). Or, if one prefers, the adjust-
ing entry at the end of the first monthly reporting period in 20X2 can sim-
ply adjust to the appropriate balance at that time in the allowance for
uncollectible accounts—contractuals.

A similar procedure can be followed for revenue deductions arising
from the provision of charity care. The treatment of bad debts, however, is
generally somewhat different, and we will defer a discussion of this point to
Chapter 16.

Reconciling Control Accounts and Subsidiary Records

As you have seen, Hartful Hospital maintains three receivables control
accounts in its general ledger. These accounts (with assumed May 1, 20X1,
balances) are as follows:

Acct.
No.

10410 Inpatient receivables—in-house $110,000
10420 Inpatient receivables—discharged 800,000
10430 Outpatient receivables 16,000

Adjusting
Entry for 
Year-End

Receivables
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Hartful Hospital also maintains a separate patients’ subsidiary ledger
for each of these control accounts. Let us assume that the total of the individ-
ual debit balances in each subsidiary ledger at May 1, 20X1, agrees with the
debit balance of the related general ledger control account at May 1, 20X1.

Month-End Postings to General Ledger
During the month of May, as entries were made in the revenue and cash receipt
journals, daily postings of charges and credits were made to the patients’ sub-
sidiary ledgers. Month-end postings of journal column totals were made to the
control accounts in the general ledger, as illustrated in Figure 12.8.

All of the postings in this illustration are drawn from the journals
shown previously in this chapter, except for postings from the general journal.
Not mentioned earlier is the fact that as inpatients are discharged, Hartful
Hospital makes entries in the general journal to transfer the unpaid account
balances from the in-house to the discharged classification of receivables.
That is, during May, patients whose unpaid balances together totaled
$412,975 were discharged from the hospital.

Now, after the month-end postings are made as indicated in the 
T-accounts in Figure 12.8, we have a May 31, 20X1, balance in each of the
three receivables control accounts. The individual ledger card balances in
each of the three subsidiary ledgers are totaled. In the absence of accounting
errors, the total of the in-house inpatient receivables ledger should be
$108,000. Similarly, the discharged inpatient receivables ledger cards should
total $811,125, and the outpatient ledger cards should total $22,900.

FIGURE 12.8
Month-End
General Ledger
Postings

Inpatient Inpatient
Receivables—In-house Receivables—Discharged

BB 110,000 CRJ 43,020 BB 800,000 CRJ 401,850
IRJ 453,995 GJ 412,975 GJ 412,975

CB 108,000 CB 811,125

Outpatient Receivables
ORJ 64,800
CB 22,900

Posting references:
BB=Beginning balance
IRJ=Inpatient revenue journal
CRJ=Cash receipts journal
GJ=General journal
ORJ=Outpatient revenue journal
CB=Closing balance
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Investigating Discrepancies
Whenever a subsidiary ledger does not reconcile with the corresponding control
account, the situation should be thoroughly investigated, and the reasons for
the discrepancy identified. Considering the importance of recording hospital
receivables accurately and the availability of efficient data processing equip-
ment, there simply is no excuse for a failure to make regular monthly recon-
ciliations of accounts receivable controls and subsidiary ledgers.

You now have seen the Hartful Hospital accounting system as related
to its revenue and cash receipt transactions. The next chapter deals with the
payroll accounting procedures of the hospital.

Questions

Q12.1. State the basic objective of accounting for services rendered to 
inpatients and outpatients.

Q12.2. Describe briefly how the amounts to be charged to inpatients for 
services rendered to them generally are determined.

Q12.3. Describe briefly how the amounts to be charged to outpatients for
services rendered to them generally are determined.

Q12.4. How often should postings be made from the inpatient and outpa-
tient revenue journals? Explain your answer.

Q12.5. Describe briefly how the daily amounts to be debited to cash and
credited to patients’ accounts receivable generally are determined.

Q12.6. How often should postings be made from the cash receipts jour-
nal? Explain your answer.

Q12.7. Lyst Hospital’s general ledger contained the following receivables
control account balances at October 31:

Inpatient receivables—in-house $ 57,000
Inpatient receivables—discharged 216,000
Outpatient receivables 19,000

The inpatient receivables column in the November inpatient revenue
journal totaled $98,000, and the outpatients receivables column of
the November outpatient revenue journal totaled $34,000. The
receivables columns of the November cash receipts journal provided
the following totals:

Inpatient receivables—in-house $  11,400
Inpatient receivables—discharged 107,600
Outpatient receivables 32,300

The November general journal contained a number of entries that
transferred a total of $101,900 in inpatient receivables from the 
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in-house account to the discharged account. If you prepared
adding machine tape totals of the individual patients’ ledger card
balances at November 30, what total would you expect to find in
each of the following subsidiary ledgers?
a. Inpatient receivables—in-house
b.Inpatient receivables—discharged
c. Outpatient receivables

Q12.8. Inpatient Joe Lane received the following services on November 7,
20X1:

Daily patient services (room and board) $125
Operating room 750
Central supply 124
Laboratory 116
Pharmacy 79
Anesthesia 225
Telephone (long-distance calls) 34

Explain how you would enter this information in the journal and
ledger system described in this chapter.

Q12.9. On October 12, 20X1, Loud Hospital borrowed $50,000 from a
local bank by issuance of a 120-day, 9 percent note. Explain how you
would enter this transaction in the hospital’s cash receipts journal.

Q12.10.Lana Lowe, when admitted to Lawson Hospital, was classified as a
charity care patient. Lana was admitted on June 1 and was discharged
from the hospital on June 8. Services rendered to her during this
period totaled $3,672 at the hospital’s established rates. What
entries should be made by Lawson Hospital to record the services
rendered to Lana and to give recognition to the fact that nothing
will be collected for those services? Indicate the names of the jour-
nals in which these entries will be made.

Q12.11.What are some of the basic features of a good system of internal
control over revenues and cash receipts?

Q12.12.Lamp Hospital’s daily patient service (routine service) charge is
$85 per day for a semiprivate accommodation. On August 29,
20X1, daily patient service charges were correctly entered in the
inpatient revenue journal but, in posting to the receivables sub-
sidiary ledger, one patient’s account was inadvertently charged for
only $58. How might this error be detected?
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13
CHAPTER

PAYROLL ACCOUNTING PROCEDURES

The discussion presented in this chapter deals with some of the basic
accounting principles and practices relating to the hospital payroll. You may
be aware that employee compensation accounts for more than 50 percent of
the operating expenses of most hospitals. That the majority of expense is
related to employee compensation, however, should not be surprising in view
of the following factors:

• The hospital is largely a personal-service, labor-intensive business that
generally requires five to six employees per inpatient.

• The hospital necessarily must employ many highly skilled specialists and
professional people who command relatively high salaries.

• The nature and importance of healthcare services is such that high-quality,
adequately paid personnel should be employed.

• Competition from industrial and commercial businesses for such personnel
has led to an increased general level of compensation.

Like any other business, the hospital also is subject to minimum wage
laws, a variety of payroll taxes, and other governmental regulations that have
added significant amounts to employee compensation costs. In addition, the
unionization of hospital workers and the emergence of employee pension
plans are two relatively recent developments that have had a major impact on
salaries, wages, and other employee benefits.

It seems clear, therefore, that particular emphasis must be given in
hospitals to personnel management and labor cost control. Among other
things, this emphasis requires the development of accurate and reliable infor-
mation about payroll and payroll-related costs through sound accounting
methods and practices. This chapter continues the Hartful Hospital illustra-
tion and provides an opportunity to study some of the procedures hospital
accounting departments follow for employee compensation costs.

Compilation of Gross Payrolls

Hartful Hospital, like most hospitals, maintains a centralized human
resources department, whose basic functions include recruitment and orien-
tation of new employees and maintenance of permanent personnel records.
In addition to the many records that must be kept for tax purposes, the
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human resources department keeps a complete, up-to-date employment his-
tory or service file for all employees. The centralization of these functions and
records localizes responsibility, promotes efficiency, and facilitates control
over the size, quality, productivity, and cost of the hospital labor force.

Mechanisms for Recording Employee Hours
The human resources department, in cooperation with the accounting
department of the hospital, should develop and administer a clear-cut proce-
dure for recording and reporting the time worked by all employees. Some
hospitals use electronic time and attendance systems. Others use time clocks
for this purpose, while still others use manually prepared time reports or time
cards, such as the one illustrated in Figure 13.1. In any case, the department
head or supervisor signs (electronically or manually) and approves the time
records before they are sent to the accounting department for processing.

It is essential for time records to be complete and accurate in recording
attendance and hours worked. The records should also fully comply with the
provisions of the Internal Revenue Service Code, Fair Labor Standards Act, and
other laws imposing various requirements on employers. Time records also
should be designed to facilitate the computation of the payroll and the develop-
ment of the necessary labor statistics. Analyses of the payroll in terms of hours
as well as dollars are extremely important to financial management in hospitals.

Compiling the gross payroll is not particularly difficult. Accounting
employees independent of the timekeeping function examine all time cards
for hourly employees to determine that the records have been properly exe-
cuted and approved and that the hours worked by each employee have been
correctly computed. Hours must then be multiplied by authorized rates of
pay. If overtime hours have been worked, a separate calculation is required.
Employee benefits such as paid vacations, paid holidays, and sick leave also
affect computation of gross earnings.

Example of Overtime Computation
Assume that a particular employee is paid $6 per hour for a regular workweek
of 40 hours. This employee’s gross earnings for a week during which he or
she worked 48 hours ordinarily would be $288 ($6 × 48 hours). The Fair
Labor Standards Act (popularly known as the Wages and Hours Law) pro-
vides not only for a minimum hourly wage but also requires that time and a
half be paid for hours in excess of 40 hours worked in a given week. The
computation of the employee’s earnings for the 48-hour week therefore
becomes the following:

Regular workweek ($6 × 40 hours) $240
Overtime ($6 × 8 hours) 48
Overtime premium ($3 × 8 hours) 24
Gross earnings $ 312
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Application of the provisions of the Wages and Hours Law to the com-
pensation of hospital employees is substantially more involved than indicated
here, but we cannot pursue the matter further in this book. It is important
to note, however, that good payroll accounting practice provides for the sep-
arate recording of overtime compensation because such information is useful
in evaluating the utilization of personnel by department heads.

For salaried employees, the gross pay per period is a fixed amount that,
once determined, does not vary until the salary is changed. All changes in
salaries or in hourly rates should enter into the calculation of gross pay only
when such changes are authorized in writing by the human resources depart-
ment. The payroll clerk should not act on verbal orders. The time records
kept for salaried personnel also should be properly executed, approved, and
signed by department heads or supervisors.

Payroll Deductions

Payroll accounting is complicated greatly by the various deductions or with-
holdings that must be made from employees’ gross earnings so as to determine
the amounts in which paychecks should be produced. Many withholding

FIGURE 13.1
Employee Time
RecordName Month 20

Emp. No. or Dept. Floor Position

DATES* ON OFF Hrs. ON OFF Hrs. ON OFF Hrs.

1 16
2 17
3 18
4 19
5 20
6 21
7 22
8 23
9 24
10 25
11 26
12 27
13 28
14 29
15 30

31

TOTAL
HOURS

TOTAL Hours Days
Rate per Hour Day
Total Cash Compensation
Other Compensation

TOTAL EARNINGS
Deductions
Withholding Tax

TOTAL DEDUCTIONS

AMOUNT OF CHECK
SUPERVISOR

Employees DO NOT WRITE 
IN THIS SPACE

CODE: A—Absent, deduction S—Sick, deduction
AN—Absent, no deduction S  Sick, no deduction
V—Vacation, no deduction

Time and Salary Computation
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deductions are required by legislation enacted by federal, state, and local gov-
ernments, which impose a number of taxes on salaries and wages paid to hos-
pital personnel. Other withholding items arise in connection with group
insurance, retirement plan, and savings plan agreements with employees.
Some of these deductions are described here.

Income Taxes
The federal income tax program has operated on a pay-as-you-go basis for
many years. This payment system requires employers to withhold from
employees’ salaries and wages an amount approximating the income tax on
those earnings. The amount, computed from tax withholding tables fur-
nished by the government, varies according to the amount of taxable wages,
length of the payroll period, employee’s marital status, and number of
dependents (exemptions) claimed by the employee.

The income tax amounts so withheld by the hospital must be remitted to the
government at times specified by law. For most hospitals, remittance must
often be made within a few days following each pay period. This is accom-
plished by deposit of the withheld amounts in an authorized government
depository (bank). In addition, a quarterly report must be filed to provide a
summary of all wages paid and taxes withheld during each quarter. Rather
severe penalties and interest charges are imposed on employers who fail to
withhold taxes and deposit taxes, or who fail to file payroll tax returns in the
prescribed manner and at the specified time.

Most states and some large cities also levy income taxes. In such cases,
hospitals often must withhold these taxes. Amounts withheld, as determined
by formulas or tables, are remitted periodically to the governmental units in
accordance with the particular laws.

FICA (Social Security) Taxes
The Federal Insurance Contributions Act (FICA), popularly known as Social
Security, provides for a tax on employees’ earnings to finance a federal program
of old-age, survivors’, disability, and healthcare benefits for workers and their
families. Hospitals and their employees were at first exempt from this law when
it was originally enacted in 1935, but the basic law has been amended many
times to extend its coverage and to increase the tax rate, amount of earnings sub-
ject to tax, and benefits provided. The 1965 amendment included enactment of
the Federal Hospital Insurance Program, widely known as Medicare.

As is true of income tax, the FICA tax must be withheld by the hospital
from taxable wage payments to employees. The 1935 act provided for a 
1 percent tax on the first $3,000 of wages paid to each employee in any one
year, but subsequent amendments to the law have increased both the tax rate
and the base earnings (maximum annual earnings subject to tax). As of 2005,

Tax 
Remittances
and Reports
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the Old Age, Survivor, and Disability Insurance (OASDI) portion of the
FICA tax is 6.2 percent of the first $90,000 of taxable wages paid to each
employee. The Medicare portion of the FICA tax is 1.45 percent of taxable
wages paid to each employee, with no maximum limit. In other words, the
maximum annual tax is $5,580 per employee earning $90,000 for the
OASDI portion, as well as $1,305 for the Medicare portion plus an addi-
tional 1.45 percent of all wages over $90,000. This amount may be increased
in the future by increasing the tax rate, base earnings, or both.

So, FICA taxes are withheld from employees’ earnings just as are income
taxes. Provisions of the FICA tax legislation, however, also require an equal
contribution by the hospital. The employer must “match” the amount of
FICA tax withheld from employees’ wages. Thus, a tax is imposed on the
hospital. To put it another way, the 2005 FICA tax was 12.4 percent on total
wages up to $90,000; half was withheld from employees’ earnings and half
was paid by the hospital employer. Both the employer’s and the employee’s
FICA taxes are remitted to the U.S. government at the same time as and
together with the federal income tax (FIT) withholdings. In addition, the
2005 Medicare tax was 2.9 percent on total wages with no limit.

Entries for the withholding of FIT and FICA, and for the accrual of the hos-
pital’s share of FICA, are illustrated later in this chapter for Hartful Hospital,
but a simpler example might be useful at this point. Assume that a single
employee earns a salary of $2,000 per month, all of which is subject to tax.
Assume a 15 percent federal income tax rate, a 12.4 percent FICA tax rate,
and a 2.9 percent Medicare tax rate. Monthly entries with respect to this par-
ticular employee are as follows:

Salaries and wages expense $2,000

FICA withheld and accrued $  124

FIT withheld and accrued 300

Medicare withheld and accrued 29 

Accrued payroll liability 1,547

Accrual of payroll and withholding 

of related taxes

Accrued payroll liability 1,547

Cash 1,547

Issuance of paycheck

Employee benefits (expense) 153

FICA withheld and accrued 124

Medicare withheld and accrued 29

Accrual of hospital’s share of FICA 

and Medicare

Employer’s
Matching FICA
Payment

Example of 
Hospital’s 
Withholding
Entries
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FICA withheld and accrued 248
Medicare withheld and accrued 58
FIT withheld 300

Cash 606
Remittance of payroll taxes 
withheld and accrued

You should recognize that the matching FICA (OASDI and
Medicare) tax imposed on the hospital represents a significant expense. There
also is the rather considerable clerical expense involved in computing and
recording the withholdings, preparing the many payroll tax reports, and
keeping the detailed payroll records required by these laws.

Other Deductions
In addition to the compulsory tax withholdings, a variety of other items may
be withheld from salary and wage payments to employees. These withhold-
ing categories usually require the written consent of the employee. Other
deductions include

• Government savings bonds or other employee savings plan;
• Premiums for health, accident, hospital, and life insurance;
• Union membership dues;
• Employee retirement plans; and
• Employee contributions to United Way, or other charities.

At specified intervals, the hospital must summarize these withholdings
in appropriate reports and remit the amounts withheld to the proper agencies.

Recording the Payroll

On the basis of time cards, time reports, and other source documents that
have been collected from the various departments, the payroll clerk is able to
compute the gross pay of each employee for the pay period involved. The
payroll tax deductions then are calculated for each employee by the applica-
tion of tax rates and the use of tax tables. Other deductions are determined
on the basis of written agreements and authorizations obtained from employees.
A final step is the subtraction of total deductions from gross pay to arrive at
net pay for each employee. All of these data then are entered on the face of
the time card or other record for each employee.

Sample Payroll Check and Stub
Next, a payroll check is prepared for each employee in the net pay amount
indicated on the employee’s time card. A sample payroll check is illustrated
in Figure 13.2. Notice that the upper portion is a stub that provides, for the
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employee’s personal records, complete information as to gross earnings,
deductions, and net pay.

Recording Totals in the Payroll Journal
The individual time records, sorted by department, are now summarized to
obtain departmental totals for gross pay, deductions, and net pay. These totals
then are entered in the payroll journal, as indicated in Figure 13.3. (An alter-
native procedure is to list each employee’s name and data in the journal indi-
vidually, but this procedure may not be feasible.) The illustrative entry includes
FIT and FICA withholdings assumed to be 20 percent and 6 percent, respec-
tively. We also assume, for simplicity, that Hartful Hospital pays all of its
employees once each month. The column totals shown in the journal therefore
are totals for May 20X1. If the hospital paid its employees every two weeks or
twice each month, a separate journal page would be used for each pay period.

Recording Matching Payments in the General Journal
As indicated in the payroll journal, May payroll withholdings were $58,400
for FIT and $17,520 for FICA taxes (For simplicity, we will assume that
FICA represents the OASDI and Medicare accounts). The hospital’s match-
ing share of FICA taxes for the month is recorded in the general journal on
May 31, 20X1 by the following entry:

Employee benefits—FICA 61100 $17,520
FICA withheld and accrued 20420 $17,520

Accrual of hospital’s share of 
FICA taxes on May payroll

FIGURE 13.2
Employee 
Payroll CheckReg. Earn. Overtime Total FIT OASDI Medicare Maint.PAYROLL PERIOD

ENDED E A R N I N G S D E D U C T I O N S TOTAL
NET AMOUNT

OF CHECK
CHECK

NO.

Hartful Hospital, City, State, Zip

HARTFUL HOSPITAL

PAY TO THE 
ORDER OF Date $

THE SUM OF
HARTFUL HOSPITAL

DOLLARS

No. 20644

Employee Detach and Retain This Statement BEFORE Depositing Check

013020500930060280810754021100870

Street Address, City, State, Zip 00-000
000

General Community National Bank
City, State, Zip AUTHORIZED SIGNATURE
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Notice that the May net payroll of $216,080 is not credited to cash
(even though the payroll checks have already been written) but to accrued
salaries and wages payable (20400). As you will see in the next chapter, a sin-
gle voucher is prepared in this amount and is entered in the hospital’s
voucher register as follows:

Accrued salaries and wages payable 20400 $216,080
Accounts payable 20100 $216,080

Voucher for May payroll

Entering Accrued Employee Compensation and 
Related Liabilities in the Cash Disbursements Journal
Immediately following this, a check for $216,080 is drawn against the general
checking account and is entered in the cash disbursements journal as follows:

Accounts payable 20100 $216,080
Cash—general checking account 10120 $216,080

Issuance of check for May payroll

This check is deposited in the hospital’s payroll checking account, but
no entry is made in the payroll checking account to record the deposit. The
individual payroll checks, you remember, were drawn on the payroll check-
ing account, but no entry was made to that account for those checks. When
the payroll checks are cashed by employees, the payroll checking account
automatically clears to the zero or imprest balance maintained in the account.
This procedure removes a large volume of paychecks from the general check-
ing account and simplifies reconciliation of the payroll checking account.

Posting Departmental Totals
Each departmental total in the gross pay column is posted at the end of the
month to the general ledger salaries and wages expense accounts indicated.
Other postings to the general ledger are of column totals. In addition to those
in the general ledger, postings also must be made to the employees’ individual
earnings records that often take the form illustrated in Figure 13.4. This detailed
record, which is required by tax laws and regulations, is in effect a subsidiary
ledger supporting the departmental salaries and wages expense accounts.

The information in this subsidiary ledger is quite useful for prepar-
ing various quarterly and annual tax reports and other employment infor-
mation forms.

Safeguarding Payroll Funds
The employees responsible for compilation of payrolls should neither sign
nor distribute payroll checks. Once prepared, the unsigned checks should
be examined by the disbursing authority, who should be satisfied as to their
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accuracy and authenticity. This may involve a check of certain computations
on a sample basis and a comparison of payees and pay rates with independ-
ently controlled personnel records. (In many instances, these procedures
are performed by the hospital’s internal auditors.) Care particularly must
be given to avoiding the following:

• Inclusion of nonexistent persons on the payroll of a department
• Issuance of any checks to former employees whose names have not been

removed from the payroll
• Payment of incorrect rates of pay
• Payment for overtime hours when none were worked

If a mechanical check signer is employed, its use should be strictly
controlled.

FIGURE 13.4
Employee’s

Individual
Earnings

Record

Name
Social Security
Number

EARNINGS DEDUCTIONS

1

2

3

4

5

6

7

8

9

10

11

12

13

14

Q

1

2

14

Q

Total

1

2

3

4

5

6

7

8

9

10

11

12

13

14

Q

1

Total

Dept.

Name of spouse

Address

Phone

Date Employment
Started

Date Employment
Terminated

Reason for Leaving

NET
AMOUNT
OF CHECK

CHECK
NO.

Employee 
Number

Exemption
Claimed

PAYROLL PERIOD ENDED

CASH
SALARY

Other
Compensation

TOTAL
EARNINGS

TOTAL

Withholding
Tax

Self

Dependents

TOTAL

DATE DATE DATE IN THESE BOXES WRITE IN PENCIL THE NORMAL EARNINGS AND DEDUCTIONS
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The distribution of payroll checks should be centralized, and proce-
dures should be employed to ensure that employees receiving checks are
properly identified. The method of distributing checks, as well as the person
who distributes checks, should be changed occasionally. Unclaimed pay-
checks should not be returned to the payroll accounting unit but should be
investigated and retained for a reasonable period of time by a person who is
independent of the payroll functions. Checks that remain unclaimed beyond
this period should be fully investigated for cause.

Donated Services

Hospitals sometimes receive services donated by various organizations
whose members work without monetary compensation in certain areas of
hospital activity. Donated services such as these should properly be
recorded at fair market value only when (1) the donor and hospital have the
equivalent of an employer-employee relationship, and (2) there is an objec-
tive basis for determining the amounts that might otherwise have been paid
for such services. When these requirements are met, the determined
amounts should be recorded as operating expenses with an offsetting credit
to nonoperating revenues. The necessary entry (amount assumed) in gen-
eral journal form is indicated as follows:

Salaries and wages expense—donated services $28,400
Nonoperating revenues—
donated services $28,400

To record fair market value of services 
donated to the hospital

Services of a nonessential nature provided by guilds, auxiliaries, and
similar organizations generally should not be recorded in the accounts.

Payroll-Related Costs

In addition to the basic earnings of hourly and salaried employees, a num-
ber of other related cost elements enter into hospital labor cost considera-
tions. These elements include the previously discussed overtime earnings,
vacation, holiday pay, sick pay, and the OASDI and Medicare taxes imposed
on hospitals. Some other elements include unemployment taxes, workers
compensation insurance, employee life and hospitalization insurance pre-
miums, and pension plan costs. The total of these and other employee ben-
efits constitutes a very substantial cost to the hospital (often 30 percent or
more of total employee compensation).
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Vacation Pay
After a specified period of employment, hospital employees generally are enti-
tled to an annual vacation with full pay. Assuming a two-week vacation each
year, employees in effect are paid for 50 weeks of work over a 52-week
period. The reality of the situation is that the vacation pay is earned by
employees, and is incurred as a cost by the hospital, during the 50 working
weeks. It is incorrect, therefore, to defer recognition of vacation pay as an
expense until it is actually paid. Instead, vacation pay should be charged to
expense in the periods during which the employee earns it.

To illustrate the necessary entries, let us assume that a hospital has 200
employees, each of whom earns $500 per week and is entitled to a two-week
vacation each year. The proper weekly payroll entry for this group (disregard-
ing withholdings) is as follows:

Salaries and wages expense $104,000
Cash $100,000
Accrued vacation pay liability 4,000

Accrual of weekly payroll, including 
earned vacation pay

In other words, each employee earns $1,000 ($500 × 2 weeks) of
vacation pay over the 50 weeks of work, or $20 per week. This means that
$4,000 ($20 × 200 employees) should be charged to expense weekly with a
corresponding accrual of the vacation pay liability. When vacations are taken,
the liability account is debited and cash is credited.

Unemployment Taxes
In addition to FICA taxes, hospitals may also be subject to federal and state
tax laws dealing with unemployment compensation. The gross federal unem-
ployment tax (FUTA) is at this writing (2005) 6.2 percent of the first $7,000
of taxable wages paid to each employee during a given year, but a maximum
5.4 percent credit may be allowed for participation in a state unemployment
tax (SUTA) program. Thus, the net federal tax is currently 0.8 percent. State
tax laws vary, but we will assume a 5.4 percent rate.

In any event, the hospital must accrue these taxes on each payroll by
making an entry such as the following (assuming a $100,000 payroll):

Employee benefits—FUTA 
(0.8% of $100,000) $       800

Employee benefits—SUTA 
(5.4% of $100,000) 5,400

FUTA taxes payable $       800
SUTA taxes payable 5,400

Accrual of payroll tax expenses

Example of
Recording

Vacation Pay
Expense
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Notice that in this case, these taxes are charged to the employee benefits account
under the unassigned expense classification rather than to departmental expense
centers. An employer may choose to charge these directly to individual
departments or to an unassigned expense classification. This is a decision
based upon preference. If charged to an unassigned account, these expenses
should be allocated to departmental expense centers in the cost-finding pro-
cedure at the end of the year.

Observe that the unemployment taxes are paid by the hospital; these
taxes are not withheld from employees’ wages. Periodically, as required by
law, the hospital must submit unemployment tax reports and remit the taxes
to the appropriate governmental agency.

Other Cost Elements
States have workers compensation laws that provide various benefits to dis-
abled workers. In some cases, a tax is imposed on the employer, but more
often the state laws establish standard benefits and allow hospitals to provide
for such benefits through the purchase of appropriate insurance from a com-
mercial insurance company. The premiums paid by the hospital are charged
to expense (employee benefits).

Life, health, accident, disability, dental, and hospitalization insurance
plans often are established on a group basis by hospitals on behalf of their
employees. Participation in these group programs generally is voluntary, but
the hospital frequently pays a substantial portion of the premiums as an
employee benefit. Such payments by the hospital naturally are chargeable to
expense in the employee benefits classification.

Increasing attention recently has been given to the establishment of
pension and retirement plans for hospital employees. All or most of the costs
of such programs frequently are paid by the hospital. A discussion of the
rather complex accounting procedures involved, however, is beyond the
scope of this book.

This concludes the discussion of payroll accounting. Having studied
this and the materials on revenues and cash receipts in the preceding chapter,
we can now begin our examination of Hartful Hospital’s procedures for non-
labor expenses, accounts payable, and cash disbursements.

Questions

Q13.1. Give four reasons why employee compensation generally comprises
more than 50 percent of total operating expenses in hospitals.

Q13.2. An employee of Mount Hospital is paid $8.80 per hour for a normal
workweek of 40 hours. During a given week, this employee worked

FUTA and
SUTA Charged
to Employee
Benefits
Account
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a total of 50 hours. Compute the employee’s earnings for that
week, assuming time and a half for overtime work.

Q13.3. What is the current FICA (OASDI and Medicare) tax rate? What
is the maximum annual amount of FICA tax that is paid by an
employee?

Q13.4. An employee of Monroe Hospital earns a salary of $4,000 per
month, payable on the first day of the following month. Assume
that the federal income tax withholding is 20 percent and that the
FICA tax is 7 percent. With respect to this one employee, make
the following necessary entries:
a. Record the employee’s gross earnings, tax deductions, and net

pay for January 20X1.
b. Accrue the hospital’s share of FICA taxes as of January 31, 20X1.
c. Record issuance of the paycheck on February 1, 20X1.
d. Record remittance of January payroll taxes to the government.

Q13.5. Other than taxes, list five types of withholding deductions that
often are made from hospital employees’ paychecks.

Q13.6. Describe briefly the general procedures followed in computing
the gross payroll in a hospital for a given pay period.

Q13.7. How should hospital accountants record donated services?
Q13.8. The fair market value of donated services received by Madison

Hospital during April 20X1 was $31,400. Make the necessary
entry at April 30, 20X1, to record these donated services.

Q13.9. Briefly describe the basic features of a good internal control system
for a hospital payroll.

Q13.10. Lucky Hospital has 450 employees, each of whom earns $800 per
week and is entitled to a two-week vacation each year. Disregard-
ing withholding deductions, make the proper weekly payroll entry
for this group of employees. Twenty of these employees take their
vacations during the first two weeks of June. Make the necessary
entry to record the paychecks issued to these 20 employees for
the vacation period.

Q13.11. Liston Hospital’s gross payroll for January 20X1 is $250,000.
Assuming a 0.5 percent federal unemployment tax rate and a 2.5
percent state unemployment tax rate, make the necessary entry to
accrue the hospital’s unemployment tax expense for January 20X1.

Q13.12. As a part of the regular accounting routine, should unemployment
taxes and the hospital’s share of FICA taxes be charged to depart-
mental cost center accounts? Explain your answer.

Q13.13. Explain briefly how state workers compensation laws affect the
hospital’s payroll accounting.

Q13.14. Describe briefly the operation of an imprest payroll checking
account. What are the advantages of such a system?
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Q13.15. An employee of Lefferson Hospital is paid $10 per hour for a 
regular workweek of 40 hours. During a particular week, this
employee worked 48 hours. Assume that the FICA tax is 8 percent
and that 20 percent of the employee’s gross pay is withheld for
federal income taxes. Assume also that the federal unemployment
tax is 2 percent and that the state unemployment tax is 5 percent.
Make all necessary entries for this week.

Q13.16. Lason Hospital’s payroll for the month ended May 31, 20X1, is
summarized as follows:

• Gross payroll, $462,000
• FIT withheld, 20 percent
• FICA withheld, 8 percent
• FUTA rate, 2 percent
• SUTA rate, 4 percent

Indicate how the May payroll would be entered in the journal
and ledger systems described in Chapter 13.

Q13.17. What specific information would you expect to find on an
employee’s individual earnings record?

Q13.18. An employee of Loppup Hospital earns a salary of $1,000 per
month, payable on the first day of the following month. Assume
the following tax rates:

• FIT, 20 percent
• FICA, 8 percent
• FUTA, 2 percent
• SUTA, 5 percent

For this employee, make all necessary entries to record the March
20X1 payroll and related matters. Indicate the journal in which
each entry should be made.
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14
CHAPTER

EXPENSES, PAYABLES, 
AND CASH DISBURSEMENTS

In accounting for hospital expenses, considerable attention naturally is given
to salaries, wages, and employee benefits. These costs added together typi-
cally represent more than 50 percent of total operating expenses. The
remaining expenses, however, require the same careful attention by hospital
accountants. Very substantial amounts are expended each year for supplies,
utilities, other purchased services, insurance, interest, and other items. Effec-
tive management of these nonlabor costs requires the use of sound account-
ing procedures.

This chapter examines Hartful Hospital’s accounting system as it
relates to these expenses, along with the corresponding liabilities and cash
disbursements. The discussion touches briefly on the purchasing and receiv-
ing functions, two of the major components of good supply chain manage-
ment, describing the voucher system and illustrating the use of the voucher
register and the cash disbursements journal. In the last part of this chapter,
you will also see a summary of postings from all of Hartful Hospital’s jour-
nals to the general ledger accounts. This is provided in an effort to tie
together the materials of Chapters 10 through 14.

Purchasing

Procurement of supplies and services is a function of major importance in
hospitals. It cuts across all departmental lines and accounts for a significant
percentage of the hospital’s annual expenditures. The purchasing responsibil-
ity consists basically of acquiring required supplies and services of the appro-
priate quality, in the proper quantities, at the times needed, and at reasonable
costs. Ideally, the purchasing function is centralized and performed by an
organized purchasing department headed by an experienced purchasing
agent. This tends to minimize waste and duplication through standardization
of buying and using many of the supply items required in the provision of
hospital services. Limited authority to purchase certain products and services,
however, sometimes must be given to selected department heads. In smaller
hospitals, administrative personnel may do the buying personally or may care-
fully supervise and coordinate it.
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Initiating Purchases with the Purchase Requisition
To set the wheels of purchasing in motion, the purchasing department must
be made aware of the need to purchase. In the manual process, this may be
accomplished through the preparation of a purchase requisition form, such
as the one illustrated in Figure 14.1. An inventory storekeeper or department
manager generally fills out this form. A copy of the purchase requisition is
sent to the purchasing department to inform that department of the items to
be purchased; a duplicate copy is retained in a file as evidence that the request
was made.

The purchasing department, noting that the purchase requisition is
properly authorized, makes appropriate choices of quantity, price, and ven-
dor, in accordance with prescribed administrative policies. A purchase order,
one form of which is presented in Figure 14.2, is then prepared to acquire
the supplies or services desired. The purchase order generally is a multipart
form with several copies, distributed as follows:

1. One copy of the purchase order is sent to the accounting department
for subsequent use in invoice audit and approval for payment. The
information also is useful in the budgeting of cash disbursements.

2. A second copy is sent to the requisitioning department and/or store-
keeper as notification that the order has been placed. The originator of
the purchase will match this copy with the retained copy of the pur-
chase requisition to make sure that the purchasing department received
and acted on all requisitions.

3. Two copies are sent to the vendor company. One copy is for the ven-
dor’s own use; the other is signed and returned to the hospital’s pur-
chasing department as an acknowledgment of the order and the ven-
dor’s intent to fill it.

4. In some systems, another copy of the purchase order is routed to the
hospital’s receiving department (or to the inventory storeroom, where
the storekeeper performs the receiving function). This copy, however,
generally should not provide information about quantities ordered.

5. A final copy is retained by the purchasing department in an unfilled
orders file, which is carefully monitored to avoid delays in the acquisi-
tion of desired supplies and services.

When the vendor returns the acknowledgment copy of the purchase
order to indicate its acceptance of the order on the terms specified, the pur-
chasing department will match this document with the copy of the purchase
order in the unfilled orders file. The document will be retained in this file and
is monitored until the purchasing department is notified of the receipt of the
items purchased. An acknowledged purchase order constitutes a legal con-
tract with the supplier, and all required information (including quantities,
accurate description, price, and terms) therefore must be carefully indicated.
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There is an interesting sidelight to the above-described manual process.
In the 21st century, many hospitals have been able to automate these
processes, and many have effectively gone paperless. All parts of the process
that starts with the purchase requisition and will ultimately end with payment
for the goods or services are performed inside the information technology sys-
tems of the hospital, distributor and manufacturer, group purchasing organi-
zation (GPO), and their banks. For purposes of this book, we will provide the
manual processes with the understanding that many organizations have now
automated all of the processing and reporting functions of the supply chain.

Receiving

On receipt of purchased supplies from vendors, the hospital’s receiving
department manager has the responsibility for counting, weighing, or other-
wise measuring the quantities of goods received. The quality and condition
of the goods are also checked. As a result of this process, a receiving report,
such as the one shown in Figure 14.3, is prepared. (In some systems, the
packing slip, bill of lading, or a copy of the purchase order may serve this pur-
pose.) After the incoming shipment has been examined in this way, the goods
are moved into the hospital storerooms (or directed to the appropriate

FIGURE 14.1
Sample of a
Purchase 
Requisition

HARTFUL HOSPITAL
PURCHASE REQUISITION

DEPARTMENT DATE 20

FLOOR OR DIVISION DATE REQUIRED 20

TO ELIMINATE DELAY KINDLY FURNISH COMPLETE DESCRIPTION OF ARTICLE

QUANTITY UNIT DESCRIPTION OF ARTICLE (State fully what item is to be used for) UNIT PRICE

REQUESTED BY

SEND ORIGINAL TO PURCHASING AGENT. DUPLICATE IS RETAINED BY STORE ROOM CLERK OR DEPARTMENT HEAD.

APPROVED BY

PURCHASE ORDER NO.
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department). Supplies placed in the hospital’s general storerooms remain
there, under the storekeeper’s control, until issued from the inventory for use
in various service departments.

Preparing a Receiving Report
The receiving report is prepared as a record of the quantity of goods actually
received. A copy of the receiving report is sent to the purchasing department,
where it is used to clear the related purchase order from the unfilled-orders
file. A second copy is routed to the accounting department to be used in sub-
sequent invoice processing and approval for payment. Another copy follows
the goods into the storeroom, and the receiving department may retain a
final copy as a work record.

Recording Purchases

In due course, the vendor bills the hospital for the items purchased. When it
arrives in the incoming mail, the invoice, which should be addressed to the
accounts payable department, should be sent directly from the mailroom to the

FIGURE 14.2
Sample of a

Purchase Order PURCHASE ORDER

TO

BY

HARTFUL HOSPITAL
ADDRESS

CITY–STATE–ZIP CODE

QUANTITY DESCRIPTION PRICE AMOUNT

THIS ORDER NUMBER MUST
APPEAR ON ALL CORRESPON-
DENCE, INVOICES, PACKAGES,
AND SHIPPING PAPERS

DATE 20
DEPT.
SHIP VIA
F.O.B.
TERMS
DELIVERY
REQUIRED

11

NNOO.. 4499779933

PER UNIT
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accounts payable department. In this department, the three documents relat-
ing to the purchase—the purchase order, the receiving report, and the vendor’s
bill or invoice—are then matched. This comparison is made to ascertain the
correctness of prices, quantities, invoice extensions (quantities × unit prices),
and other matters. This is commonly known as the three-way match.

Preparing the Voucher/Check and Voucher Package
In the voucher system employed by Hartful Hospital, a combination
voucher/check is now prepared in duplicate and is attached to the other
three documents to form what is called a voucher package, as illustrated in
Figure 14.4. The package is turned over to the accounting employee respon-
sible for maintaining the hospital’s voucher register.

Entering Information in the Voucher Register
On the basis of the information contained in the approved voucher packages,
the transactions are entered in the voucher register, as shown in Figure 14.5.
Once these entries are made, the voucher packages are placed in a file of
unpaid vouchers, where they are retained until their respective due dates.
This file functions as the accounts payable subsidiary ledger in some accounting

FIGURE 14.3
Sample of a
Receiving
Report

RECEIVED FROM

ADDRESS
PURCHASE
ORDER NO.

RECEIVED

HARTFUL HOSPITAL
RECEIVING REPORT

QUANTITY UNIT DESCRIPTION OF ARTICLE

NO.

DATE 20

              



HFMA’s Introduction to Hospital  Accounting258

systems. In other systems, postings are made to individual vendor or supplier
accounts in much the same manner as described earlier for accounts receivable.
In any case, the subsidiary record for accounts payable should be reconciled reg-
ularly with the control account for accounts payable in the general ledger.

Examine the sample entries in Figure 14.5’s voucher register. On May
1, 20X1, for example, you see the entry to record a $450 voucher for the
purchase of certain pharmaceuticals. This required a debit to supplies
expense—pharmacy (60270) and a credit to accounts payable (20100). The
entry indicates how individual vouchers are journalized in the register. As an
alternative, all the vouchers issued on a given day may be summarized and
entered on a single line of the register, as illustrated by the entry of May 2,
20X1. The sample entry of May 10, 20X1, relates to the purchase of an item
of depreciable equipment. This entry demonstrates the use of the sundry
debit and credit columns, and emphasizes the fact that all disbursements (no
matter what the purpose) must be vouchered through accounts payable.

Notice also the voucher register entries of May 31, 20X1. Voucher-
ing of the May payroll requires the preparation of (1) a voucher in the

FIGURE 14.4
Components of

the Voucher
Package

(Purchase Order)

(Receiving Report)

(Vendor’s Invoice)

By

Check Hartful Hospital Voucher
No. City, State Check 1351

Pay to $

Dollars

Date 20

Date Description Amount

City, National Bank
City, State
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amount of $216,080 to record the amount to be transferred from the general
checking account to the payroll checking account and (2) a voucher for
$93,444 to record the liability to governmental agencies for payroll taxes with-
held and accrued. Later, you will see entries in the cash disbursements journal
to record payment of these vouchers. The following shows the payroll journal
and general journal entries. Note that various departmental account numbers
for salaries and wages expenses would appear in the account number column.

Payroll Journal
Salaries and wages expense 60100 $292,000

FIT withheld 20410 $ 8,400
FICA withheld and accrued 20420 17,520
Accrued salaries and 
wages payable 20400 216,080

To record May payroll

General Journal
Employee benefits—FICA 61100 $ 17,520

FICA withheld and accrued 20420 $ 17,520
To record hospital’s share of 
FICA taxes on May payroll

Recording Cash Disbursements

Just prior to their due dates, the approved voucher packages are removed from
the file for unpaid vouchers and are sent to the hospital’s treasurer or other
disbursing authority. These voucher packages, with the unsigned check
included, may be examined by the disbursing officer to confirm the propriety
of the disbursements proposed. When the officer is satisfied, he or she signs
the checks and mails them directly to the vendor. (Signed checks should not
be returned to the accounting department for mailing.) All documents in the
voucher packages then are indelibly stamped or perforated “PAID” to prevent
their reuse in support of another disbursement. The packages then are
returned to the accounting department to the person responsible for the cash
disbursements journal. This employee now records the paid vouchers in this
journal, as illustrated in Figure 14.6. After these entries are made, the voucher
packages marked as paid are placed in a file for paid vouchers; here they are
kept for the period specified by the hospital’s record retention policies.

Observe the illustrative entries in the journal. Check number 2275, for
example, was issued on May 9, 20X1, in payment of the $450 voucher seen
earlier in the voucher register. Because a 2 percent discount was deducted and
credited to the purchase discounts earned account, the check was written for
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only $441. On May 31, 20X1, check number 2690 was issued to transfer the
amount of the net payroll for May from the general checking account to the
payroll checking account. Check number 2691 was written for the remittance
of May payroll taxes withheld and accrued. (All checks issued on a given day
may be summarized and entered on a single line of the journal, rather then
journalizing each individual check.)

Summary of Procedures for Recording Transactions

To summarize the Hartful Hospital illustration in the last five chapters, let us
examine the general ledger postings from all journals and present the hospi-
tal’s financial statements for the five months ended May 31, 20X1. The rev-
enue and cash receipts journals were shown in Chapter 12, the payroll jour-
nal was illustrated in Chapter 13, and the voucher register and cash
disbursements journal were provided in this chapter. Now, in Figure 14.7,
Hartful Hospital’s general journal for May is reproduced to indicate the
adjusting entries that were necessary at the end of the month.

Tracing the Postings for Hartful Hospital
It is suggested that you trace all the postings from each of Hartful Hospital’s
journals to the general ledger accounts provided in Figure 14.8. The posting
references are as follows:

Posting
Reference

BB Balance, May 1, 20X1 (assumed)
IRJ Inpatient revenue journal (Chapter 12)
ORJ Outpatient revenue journal (Chapter 12)
CRJ Cash receipts journal (Chapter 12)
PJ Payroll journal (Chapter 13)
VR Voucher register (Chapter 14)
CDJ Cash disbursements journal (Chapter 14)
GJ General journal (Chapter 14)
CB Balance, May 31, 20X1

After all postings are made from the journals, a trial balance (not
shown here) is taken of the general ledger account balances at May 31, 20X1.
Let us assume that this trial balance indicates the necessary equality of debit
and credit balances.

Financial Statements and Supporting Schedules
Using the May 31, 20X1, general ledger balances, we present Hartful Hos-
pital’s statement of operations for the five months ended May 31, 20X1, in
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20X1 Account
Date Accounts and Explanations Numbers Dr. Cr.
5 31 Inpatient receivables—discharged 10420 412,975

Inpatient receivable—in-house 10410 412,975
To transfer unpaid account 
balances from in-house to 
discharged receivables

31 Accrued interest receivable 10300 1,350
Interest income 40300 1,350

To accrue interest earned in May

31 Bad debt expense 60900 3,700
Contractual adjustments 50010 11,400
Charity care adjustments 50020 6,600

Allowance for uncollectible 
accounts:

Bad debts 10510 3,700
Contractuals 10520 11,400
Charity service 10530 6,600

To adjust allowance accounts to 
correct balances

31 Insurance expense 60400 1,800
Prepaid insurance 10700 1,800

To adjust for expiration of 
insurance premiums

31 Depreciation expense 60700 28,000
Accumulated depreciation—
buildings 13100 13,000
Accumulated depreciation—
equipment 14100 15,000

To record depreciation expense 
for May

31 Employee benefits 61100 16,520
FICA withheld and accrued 20420 16,520

To accrue hospital’s share of FICA 
taxes on May payroll

31 Interest expense 60800 14,700
Accrued interest payable 20300 14,700

To accrue interest expense for May

31 Deferred rental income 20500 1,800
Rental income 40400 1,800

To record rental income earned 
in May

FIGURE 14.7
General Journal
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Cash—General Cash—Payroll
Checking Checking Petty 
Account 10110 Account 10120 Cash Fund 10130

BB 180,000 CDJ 451,295 BB 500
CFJ 447,500

Temporary Accrued Interest Inpatient Receivables—
Investments 10200 Receivable 10300 In-house 10410

BB 150,000 BB 5,400 BB 110,000 CRJ 43,020
GJ 1,350 IRJ 453,995 GJ 412,975

Inpatient Receivables— Outpatient Allowance for
Discharged 10420 Receivables 10430 Bad Debts 10510

BB 800,000 CRJ 401,850 BB 16,000 CRJ 57,900 BB 11,000
GJ 412,975 ORJ 64,800 GJ 3,700

Allowance for Allowance for
Contractuals 10520 Charity Service 10530 Inventory 10600

BB 56,000 BB 28,000 BB 5,000,000
GJ 11,400 GJ 6,600

Prepaid 
Income 10700 Land 12000 Buildings 13000

BB 14,000 GJ 1,800 BB 175,000 BB 5,000,000

Accumulated Accumulated 
Depreciation— Depreciation—

Buildings 13100 Equipment 14000 Equipment 14100
BB 1,200,000 BB 3,000,000 BB 900,000
GJ 13,000 VR 16,000 GJ 15,000

Accounts Notes Accrued Interest
Payable 20100 Payable 20200 Payable 20300

CDJ 453,604 BB 65,000 BB 80,000 BB 18,300
VR 458,600 GJ 14,700

Accrued Salaries
and Wages FIT FICA Withheld

Payable 20400 Withheld 20410 and Accrued 20420
VR 227,080 PJ 227,080 VR 48,400 PJ 48,400 VR 33,040 PJ 16,520

GJ 16,520

FIGURE 14.8
General 
Ledger

Continued
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Deferred Rental Bonds Hospital
Income 20500 Payable 25000 Net Assets 30100

GJ 1,800 BB 9,600 BB 2,400,000 BB 4,559,240

Revenue and Expense Nursing Units— Operating Room—
Summary 30200 IP Revenues 40110 IP Revenues 40120

BB 896,500 BB 104,400
IRJ 187,500 IRJ 26,100

Emergency Room— Central Supply—IP Laboratory—
IP Revenues 40130 Revenues 40140 IP Revenues 40150

BB 57,600 BB 136,400 BB 225,680
IRJ 14,400 IRJ 34,100 IRJ 56,420

Radiology— Pharmacy—IP Anesthesia—IP
IP Revenues 40160 Revenues 40170 Revenues 40180

BB 355,340 BB 99,840 BB 86,720
IRJ 88,835 IRJ 24,960 IRJ 21,680

Operating Room—OP Emergency Room—OP Central Supply—
Revenues 40220 Revenues 40230 OP Revenues 40240
BB 15,600 BB 36,100 BB 22,800

ORJ 3,900 ORJ 9,000 ORJ 5,700

Laboratory—OP Radiology—OP Pharmacy—OP
Revenues 40250 Revenues 40260 Revenues 40270

BB 68,160 BB 86,520 BB 23,520
IRJ 17,040 ORJ 21,630 ORJ 5,880

Revenue Deductions—
Interest Purchase Contractual
Income 40300 Discounts 40630 Adjustments 50010

BB 5,400 BB 9,240 BB 126,400
GJ 1,350 CDJ 2,309 CRJ 31,600

GJ 11,400

Revenue Deductions— Nursing Units Operating Room—
Charity Care 50020 S&W 60110 S&W 60120

BB 67,600 BB 645,600 BB 32,800
CRJ 14,400 VR 161,400 PJ 8,200
GJ 6,600

FIGURE 14.8
(Continued)

General 
Ledger

Continued
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Emergency Room— Central Supply Laboratory
S&W 60130 S&W 60140 S&W 60150

BB 25,600 BB 30,800 BB 32,800
PJ 6,400 PJ 7,700 PJ 8,200

Radiology Pharmacy Anesthesia
S&W 60160 S&W 60170 S&W 60180

BB 31,800 BB 19,600 BB 23,000
PJ 7,700 PJ 4,900 PJ 5,500

General Services 
Admin. Office Dietary Housekeeping

S&W 60190 S&W 60191 S&W 60192
BB 7,900 BB 37,600 BB 29,100
PJ 2,000 PJ 9,400 PJ 7,500

Laundry Accounting Admitting
S&W 60193 S&W 60194 S&W 60195

BB 15,300 BB 26,800 BB 21,200
VR 4,300 PJ 6,700 PJ 5,300

Purchasing Human Resources Nursing Units
S&W 60196 S&W 60197 S&E 60210

BB 15,600 BB 16,400 BB 92,480
VR 3,900 PJ 4,100 PJ 23,120

Operating Room Emergency Room Central Supply
S&E 60220 S&E 60230 S&E 60240

BB 18,400 BB 39,200 BB 39,200
VR 4,600 VR 9,800 VR 9,800

Laboratory Radiology Pharmacy
S&E 60250 S&E 60260 S&E 60270

BB 16,400 BB 17,800 BB 29,800
VR 4,100 VR 4,700 VR 7,460

Anesthesia General Services Admin. Dietary 
S&E 60280 Office S&E 60290 S&E 60291

BB 8,700 BB 5,200 BB 86,000
VR 2,200 VR 1,300 VR 21,500

FIGURE 14.8
(Continued)
General Ledger

Continued
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Figure 14.9. Notice that certain totals contained in this statement are sup-
ported by a schedule of gross revenues from services to patients (Figure
14.10) and a schedule of operating expenses (Figure 14.11). You should
examine this statement and accompanying schedules to acquaint yourself
with both their format and content. You also will find it useful to trace some
of the statement figures back to the general ledger accounts.

Figure 14.12 presents Hartful Hospital’s balance sheet for May 31, 20X1.
Carefully examine the format and content of this statement; also, try to trace
some of the balance sheet figures back to the general ledger accounts. It is very
important for you to have a good understanding of the flow of financial data from
the journals, through the ledgers, and into the hospital’s financial statements.

Questions

Q14.1. What is the purpose of a purchase requisition? Who prepares it?
How many copies are usually made? To whom are the copies sent,
and why?

Q14.2. What is the purpose of a purchase order? Who prepares it? How
many copies are usually made? To whom are the copies sent, 
and why?

Housekeeping Laundry Accounting
S&E 60292 S&E 60293 S&E 60294

BB 15,200 BB 15,300 BB 31,300
VR 3,800 VR 4,300 VR 7,008

Admitting Purchasing Human Resources
S&E 60295 S&E 60296 S&E 60298

BB 24,500 BB 4,100 BB 4,700
VR 6,100 VR 1,020 VR 1,200

Utilities Insurance Depreciation
S&W 60300 Expense 60400 Expense 60700

BB 24,800 BB 5,900 BB 112,000
PJ 6,200 GJ 1,800 GJ 28,000

Interest Bad Debt Employee
Expense 60800 Expense 60900 Benefits 61100

BB 48,700 BB 12,600 BB 66,300
GJ 14,700 GJ 3,700 GJ 16,520

FIGURE 14.8
(Continued)

General Ledger

        



Chapter  Four teen:  E xpenses,  Payables,  and Cash Disbursements 269

Gross patient services revenues:
Routine services $1,550,100
Ancillary services 1,190,475

Gross patient services revenues (Schedule A) 2,740,575
Less revenue deductions:

Contractual adjustments $169,400
Charity care adjustments 88,600

Total revenue deductions 258,000

Net patient services revenues 2,482,575
Other operating revenues:

Cafeteria sales 102,400
Rental income 6,600
Purchase discounts earned 11,549

Total other operating revenues 120,549

Total operating revenues 2,603,124
Less operating expenses:

Nursing services 1,150,050
Ancillary services 321,708
Administrative services (including $140,000 955,022

of depreciation and $63,400 of interest)
Bad debts 16,300

Total operating expenses (Schedule B) 2,443,080

Operating income 160,044
Nonoperating income:

Unrestricted contributions 13,150
Interest income 6,750

Total nonoperating income 19,900

Excess of revenues over expenses $ 179,944

FIGURE 14.9
Hartful Hospital
Statement of
Operations, Five
Months Ended
May 31, 20X1
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Q14.3. Describe briefly the purchasing function in hospitals.
Q14.4. Describe briefly the receiving function in hospitals.
Q14.5. What is the purpose of a receiving report? Who prepares it? How

many copies are usually made? To whom are the copies sent, 
and why?

Q14.6. What documents generally are included in a voucher package?
Q14.7. Describe the voucher system as a means of internal control over

cash disbursements by hospitals.
Q14.8. On September 6, 20X1, Newton Hospital purchased $2,500 of

dietary supplies on account, terms 2/10, n/30. In other words, if
the account is paid within ten days after the invoice date, a 2 percent
discount is given to the hospital. Otherwise, the full invoice amount
($2,500) is due and payable within 30 days following the invoice
date. The invoice from the supplier is paid on September 15, 20X1.
Indicate, in detail, how these transactions should be recorded in the
hospital’s voucher register, cash disbursements journal, accounts
payable subsidiary ledger, and general ledger.

Q14.9. How often should postings be made from the voucher journal and
the cash disbursements journal? Explain why the frequency is needed.

Q14.10. Nearby Hospital purchased a new item of equipment for $45,000 on
May 27, 20X1. The supplier’s invoice was paid on June 10, 20X1.
Indicate how these transactions should be recorded in the voucher
register, cash disbursements journal, and general ledger of the hospital.

Schedule A
Inpatients Outpatients Total

Routine services:
Nursing units $1,084,000 $ 1,084,000
Operating room 130,500 $  19,500 150,000
Emergency room 72,000 45,100 117,100
Central supply 170,500 28,500 199,000

Total routine services revenues 1,457,000 93,100 1,550,100

Ancillary services:
Laboratory 282,100 85,200 367,300
Radiology 444,175 108,150 552,325
Pharmacy 124,800 29,400 154,200
Anesthesiology 108,400 8,250 116,650

Total ancillary services 959,475 231,000 1,190,475

Totals $2,416,475 $324,100 $2,740,575

FIGURE 14.10
Hartful Hospital

Gross Patient
Services 

Revenues, 
Five Months

Ended May 31,
20X1
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Schedule B
Salaries Other Total

and Wages Expenses

Routine services:
Nursing units $  820,950 $ 126,100 $   947,050
Operating room 41,000 23,000 64,000
Emergency room 32,000 19,500 51,500
Central supply 38,500 49,000 87,500

Total routine services expense 932,450 217,600 1,150,050

Ancillary services:
Laboratory services 60,000 29,000 89,000
Radiology 39,500 22,500 62,000
Pharmacy 24,500 37,260 61,760
Anesthesiology 89,500 19,448 108,948

Total ancillary services expense 213,500 108,208 321,708

Administrative services:
Dietary 47,000 107,500 154,500
Housekeeping 36,600 19,000 55,600
Laundry 34,000 19,600 53,600
Accounting 43,400 44,808 88,208
Admitting 26,500 30,600 57,100
Purchasing 19,500 5,120 24,620
Human resources 20,500 5,900 26,400
Health information 

management 25,850 19,500 45,350
Other administrative services 31,700 17,700 49,400
Utilities 31,000 70,624 101,624
Insurance 7,700 7,700
Repair expense 4,700 4,700
Depreciation 140,000 140,000
Interest 63,400 63,400
Employee taxes and 
benefits 82,820 82,820

Total administrative services 
expense 316,050 638,972 955,022

Bad debt expense 16,300 16,300
Total operating expenses $1,462,000 $981,080 $2,443,080

FIGURE 14.11
Hartful Hospital
Operating
Expenses, Five
Months Ended
May 31, 20X1
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Assets
Current assets:

Cash $ 176,755
Temporary investments 150,000
Accrued interest receivable 6,750
Accounts receivable 942,025
Less allowance for 

uncollectible accounts 116,700 825,325
Inventory 96,000
Prepaid expenses 12,200
Total current assets $ 1,267,030

Property, plant, and equipment:
Land 175,000
Buildings 5,000,000
Equipment 3,016,000
Total 8,191,000
Less accumulated depreciation 2,128,000
Net property, plant, and equipment 6,063,000

Total assets $7,330,030

Liabilities and Net Assets
Current liabilities:

Accounts payable $     69,996
Notes payable 80,000
Accrued interest payable 33,000
Deferred rental income 7,800
Total current liabilities $ 190,796

Bonds payable 2,400,000

Total liabilities 
2,590,796

Hospital net assets, January 1, 20X1 4,559,240

Excess of revenues over expenses for 
5 months ended May 31, 20X1 179,994

Hospital net assets, May 31, 20X1 4,739,234

Total liabilities and hospital net assets $7,330,030

FIGURE 14.12
Hartful Hospital

Balance Sheet,
May 31, 20X1
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15
CHAPTER

PRINCIPLES OF FUND ACCOUNTING

Prior to the issuance of Statement of Financial Accounting Standards (SFAS)
No. 117 by the Financial Accounting Standards Board (FASB) and the 
1996 AICPA Accounting and Auditing Guide for Health Care Organizations,
the not-for-profit industry used “fund accounting” for purposes of internal
recordkeeping and managerial control. These funds were established to maintain
control over the revenue received from patients and third parties for healthcare
services provided by the hospital, as well as the receipt of contributions, dona-
tions, gifts, grants, and endowment resources. Each fund consisted of a self-
balancing group of accounts comprised of assets, liabilities, and net assets.

Still, SFAS No. 117, issued in the early 1990s, concluded that
although some not-for-profit organizations may choose to classify assets and
liabilities into fund groups, information about these groupings is not neces-
sarily a part of general-purpose external financial reporting. Although SFAS
No. 117 does not preclude the use of fund accounting for internal purposes,
each of the individual internal funds must now be classified into one or more
of the following three broad classes of net assets:

1. Unrestricted net assets are generated out of operating activities (similar
to retained earnings in a for-profit business enterprise).

2. Temporarily restricted net assets are restricted by donors and are used
for specific purposes once restrictions are set. These restrictions are usu-
ally met with the passage of time.

3. Permanently restricted net assets are also restricted by donors and are
used for specific purposes. However, these restrictions do not expire and
cannot be removed.

Certain of these funded resources might be available, at the discretion
of the governing board, for the financing of the regular day-to-day operating
activities of the hospital. Let us assume, for example, that a person gives
Hartful Hospital $25,000 in cash and says to the hospital, “Use this money
however you wish!” There is no stipulation or restriction by the donor about
the specific purpose for which the money is to be used. In cases such as this,
regardless of the amount involved, the resources are classified as unrestricted
net assets. Although the receipt of such resources must be recorded by the
hospital as nonoperating revenue (40810, unrestricted contributions), the
resources may be used to acquire plant assets, to pay operating expenses, or
for any other purpose determined by the governing board.

            



HFMA’s Introduction to Hospital  Accounting274

Other contributed resources received by hospitals, however, may be
restricted by donors to specific uses and purposes, such as constructing new
hospital buildings, purchasing new equipment, or financing hospital char-
ity work, research, and educational activities. Such resources are not avail-
able for any purpose other than that specified by the donor. Let us assume,
for example, that an individual gives Hartful Hospital $25,000 in cash and
says to the hospital, “Use this money to purchase new equipment for your
radiology department.” In all such cases, regardless of the amount
involved, the resources are classified as restricted resources and will be
considered either temporarily or permanently restricted, depending on the
donor’s wishes.

There is both a legal and a moral obligation on the part of the hos-
pital to comply fully with donors’ restrictions and stipulations. Failing to
observe the stated wishes of donors or not providing a proper accounting
for the use or disposition of donor-restricted resources may give rise to very
serious legal penalties.

Aside from the legal obligation to fulfill donors’ requirements,
there is also an administrative or managerial need to maintain in the
accounting records a careful distinction between unrestricted and
restricted resources. A hospital’s managers, in making their financing and
investing decisions, must have information regarding which resources are
available for any general operating purpose and which resources are lim-
ited to particular donor-restricted purposes. Otherwise, unauthorized and
even illegal use might be made of donated resources. Furthermore, donors
often require from the hospital a periodic accounting for the use of the
donated resources.

This internal system of accounting for funds (now called net assets
accounting) has evolved in response to these stewardship (fiduciary) account-
ability requirements. It is the objective of this chapter to give you an oppor-
tunity to learn the basic principles of the fund accounting system. Because
many not-for-profit hospitals employ fund accounting procedures, the mate-
rials in this chapter deserve your attention. The discussion, however, will be
at an introductory level. 

Nature of Fund Accounting

You will recall from the previous section that SFAS No. 117 does not pre-
clude the use of fund accounting for internal purposes, but that each of
the individual internal funds must now be classified into one of the three
broad classes of net assets. Thus, this book will now discuss some of the
aspects of fund accounting that will then lead to the further net assets clas-
sification.
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Fund accounting may be defined as a system of accounting in which
the resources (and related obligations) of a hospital are segregated in the
accounting records into self-balancing sets of accounts (funds) for the pur-
pose of carrying on specific activities or attaining particular objectives in
accordance with legal and other restrictions. The hospital itself is the primary
accounting entity. In a fund accounting system, however, this primary entity
is broken down into a number of subordinate accounting entities funds.

In view of this rather complex definition, perhaps your understanding of
fund accounting will be enhanced if you consider a simple example. Take a
moment to examine Figure 15.1, a consolidated balance sheet for an assumed
Community Hospital.

This balance sheet could be quite misleading about the financial position
of Community Hospital, however, if there were donor or other externally
imposed restrictions on the hospital’s use of certain of its assets. Assuming
there are such restrictions, a revised balance sheet is shown in Figure 15.2 as
it would appear in accordance with the principles of fund accounting and net
assets reporting.

Reporting Resources Available to Pay Particular Liabilities
Clearly, this revised balance sheet provides a much different impression of Com-
munity Hospital’s financial position. We see that of the $8,500 of assets, only
$4,000 is unrestricted and available for general operating purposes. These are the
only assets that can be used to pay the $1,900 of liabilities reported in the unre-
stricted fund. The other $4,500 of hospital net assets are restricted by donors to

Assets $8,500
Liabilities 2,500
Net assets 6,000

Total liabilities and net assets $8,500

FIGURE 15.1
Community
Hospital 
Balance Sheet,
September 30,
20X1

Restricted Funds
Unrestricted Total

Fund Fund A Fund B Fund C All Funds

Assets $4,000 $1,000 $2,000 $1,500 $8,500
Liabilities 1,900 200 400 -0- 2,500
Hospital net assets 2,100 800 1,600 1,500 6,000

Total liabilities and 
net assets $4,000 $1,000 $2,000 $1,500 $8,500

FIGURE 15.2
Community
Hospital 
Balance Sheet,
September 30,
20X1
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particular uses, whatever they may be. So, the column in Figure 15.2 that totals
all funds really has no particular significance to the hospital’s creditors. It is
included only to indicate the relationship between Figures 15.1 and 15.2.

Thus, in fund accounting and net assets reporting, assets and related
liabilities are segregated in the hospital’s accounts and reports into unre-
stricted and restricted funds, depending on the absence or presence of donor
or other externally imposed restrictions. In this context, net assets do not
mean cash, but simply a self-balancing group of related accounts. Notice that
net assets, both unrestricted and restricted, consist of equal debits (assets)
and credits (liabilities and net assets). This equality is maintained throughout
all operations in the fund and net assets accounting process.

Maximum of One Unrestricted Fund
Observe that Community Hospital has a single unrestricted fund account.
In fund accounting and net assets reporting, there is one (and only one)
unrestricted fund. On the other hand, the hospital has three restricted
funds. Restricted resources, as you will shortly see, are classified according
to the three major types of restrictions that are externally imposed on
donated resources.

Restrictions from External Sources Only
An extremely important point to recognize here is that the term restricted
should be used only to refer to resources that are externally restricted. That
is, when we speak of restricted funds, we are referring to a self-balancing set
of accounts containing resources whose use has been restricted by persons or
other entities external to the hospital. The hospital’s governing board, by its
actions, can designate certain assets to particular uses, but the board does not
have the power to restrict their use in terms of the hospital’s legal relation-
ships with its creditors.

Restricted Funds Versus Board-Designated Assets
The board can make whatever designations it wishes for internal manage-
ment purposes, but if donors do not restrict the use of resources they con-
tribute to the hospital, the board cannot do it for the donors. Moreover,
what the board can do, it can undo. So, this text does not refer to “board-
restricted funds.” When the board earmarks certain assets for a specific pur-
pose, the term board-designated assets describes the situation. Assets that
are so designated, however, are unrestricted assets and must be reported as a
part of the hospital’s unrestricted fund.

Note that many hospitals have established separately incorporated founda-
tions. A foundation seeks and receives donations on behalf of the hospital. Even-
tually, the donated resources are transferred from the foundation to the hospital,
but an in-depth discussion of this topic is beyond the scope of this book.
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Types of Funds

Fund accounting and net assets reporting, as it is employed by hospitals, uses
three major categories of net assets: unrestricted, temporarily restricted, and
permanently restricted. There is only one unrestricted fund, but restricted
funds, whether temporarily or permanently restricted, may be classified into
three major types: (1) specific-purpose funds, (2) plant replacement and
expansion funds, and (3) endowment funds. For purposes of this book, we
will assume that many hospitals still prefer to use internal designated funds
for control purposes. Thus, we will briefly examine the nature and content of
each of these types of funds and then describe their general placement with
the three net assets categories on the balance sheet.

Unrestricted Fund
An unrestricted fund (sometimes called a general fund) may be main-
tained by hospitals. In all cases, an unrestricted or general fund will be
included as an unrestricted net asset on the balance sheet. This fund
includes all hospital resources, with related obligations, that are not
restricted by any external authority or donor. All of the resources of this
fund are available for general operating activities at the discretion of the
hospital’s governing board. In addition, the accounts of the unrestricted
fund include all the revenues and expenses to be reported in the hospital’s
statement of operations.

Think back to the extended Hartful Hospital illustration of the last
five chapters; all of the accounts were unrestricted fund accounts, which were
then classified as unrestricted net assets. The chart of accounts presented in
Chapter 10 is, except for a few accounts to be added in this and later chap-
ters, a chart of accounts for Hartful Hospital’s unrestricted net assets.

Restricted Funds
Some hospitals receive substantial amounts of resources by donation. If
donors attach no strings, such resources are recorded as unrestricted net
assets regardless of any action that might be taken by the hospital’s govern-
ing board. It must be presumed that if the donor wished to restrict the use
of the resources, the donor would do so at the time of donation. If the
donors make no such restrictions, the governing board cannot do it for the
donors because such board actions would not be proper or legally binding.

A majority of donated resources, however, are restricted in some way
by donors. These resources are of three major types:

1. Resources restricted for specific operating purposes
2. Resources restricted for acquisition of plant assets
3. Resources restricted as endowments
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These resources are recorded in three types of restricted funds:

1. Specific-purpose fund
2. Plant replacement and expansion fund
3. Endowment fund

All restricted fund accounts have assets, liabilities, and/or net assets or
net assets accounts only. There are no revenue or expense accounts for the
restricted funds, although it can be argued that the use of such accounts
would be logical and useful.

Resources that are restricted by donors for purposes other than plant
assets acquisitions or endowments are recorded in a specific-purpose fund.
Assume, for example, that Hartful Hospital receives $25,000 in cash from
a donor who restricts the use of the resources to a specific purpose, such
as charity service, research activities, or educational programs conducted
by the hospital. The specific-purpose fund entry uses the following gen-
eral format:

Cash 17110 $25,000
Donated resources received 27131 $25,000

Receipt of resources donor-restricted 
to educational programs

Depending upon the donor’s wishes and directions as stipulated in
the donation document, these specific-purpose funds will be either perma-
nently or temporarily restricted. Once recorded for their specific purpose
and their designation as temporarily or permanently restricted, these
resources remain restricted funds until such time as the specified purposes
are completed by appropriate activity in the unrestricted fund, such as ren-
dering charity service to indigent patients, performing research work, or
providing educational programs.

As expenditures are made for the donor-specified purposes by the
unrestricted fund, periodic transfers of the previously restricted resources are
made to the unrestricted fund from the appropriate specific-purpose fund.
Assuming that the $25,000 is transferred to the unrestricted fund to finance
educational programs, the necessary entries are as follows:

Specific-Purpose Fund
Transfers to unrestricted fund 27141 $25,000

Cash 17110 $25,000
Transfer of resources to 
unrestricted fund to finance 
educational programs

Specific-
Purpose Funds 
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Unrestricted Fund
Cash 10110 $25,000

Transfers from restricted funds 
for for educational programs 40640 $25,000

Resources received from specific- 
purpose fund to finance 
educational programs

Notice that the account (40640) credited in the unrestricted fund is a
revenue account in the “other operating revenues” category. Because expen-
ditures for educational programs are recorded as unrestricted fund expenses,
this credit accomplishes an appropriate matching of revenues and expenses.
Similar procedures would be followed for transfers related to charity service
and research activities.

Until transfers such as these are made, however, the resources of the
specific-purpose funds should be prudently invested. Income and gains on
these investments should be credited to the proper specific-purpose fund
accounts. At the end of each fiscal year, these accounts should be closed to
the specific-purpose fund balance, which will then be reported in the appro-
priate temporarily or permanently restricted net assets on the balance sheet.

Cash and other restricted resources received from donors and other external
authorities for the acquisition of plant assets are included in the plant replace-
ment and expansion fund. Assume, for example, that a donor gives the hos-
pital $80,000 for the purchase of a new item of radiological equipment. The
entry in a plant replacement and expansion fund is as follows:

Cash 16110 $80,000
Donated resources received 26131 $80,000

Receipt of resources 
donor-restricted to purchase 
of plant assets

Until the equipment is purchased using the resources of the unre-
stricted fund, this $80,000 remains in the plant replacement and expansion
fund. The $80,000 should be placed in some form of income-producing
investment. Income and gains on such investments should be credited to
accounts 27132 and 27133. At the end of the year, these accounts (along
with accounts 26121, 26124, 26131, and 26141) are closed to the plant
replacement and expansion fund balance account (26100).

When the equipment is purchased by the unrestricted fund, $80,000
(plus any net investment income) is transferred to the unrestricted fund. The
entries to record the transfer are the following:

Plant 
Replacement
and Expansion
Funds
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Plant Replacement and Expansion Fund
Transfers to unrestricted fund 26141 $80,000

Cash 16110 $80,000
Transfer of resources to unrestricted 
fund to finance purchase of equipment 
for radiology department

Unrestricted Fund
Cash 10110 $80,000

Transfers from plant replacement 
and expansion fund 29122 $80,000

Receipt of resources from plant 
replacement and expansion fund to 
finance purchase of equipment

The credit in the unrestricted fund is made to a temporary unrestricted
fund balance account, not a revenue account. Plant assets, including those
that are purchased with previously restricted resources, are not recorded in
the plant replacement and expansion fund but in the unrestricted fund.

In some instances, a hospital receives promises to give from donors to
contribute money for future purchases of plant assets. The receipt of such
promises to give should be recorded in the plant replacement and expansion
fund as follows:

Pledges receivable 16400 $40,000
Allowance for uncollectible pledges 16500 $  4,000
Donated resources received 26131 36,000

Receipt of promises to give 
(estimated to be 90% collectible)
donor-restricted to the acquisition of plant assets

A similar procedure is followed for the receipt of promises to give
relating to other funds. Figure 15.3 indicates the relevant accounts used in
the other funds.

Another important point concerns the procedure to be followed
when plant assets are donated in kind to a hospital. Assume, for example,
that a donor gives the hospital an item of equipment having a fair market
value of $80,000 (rather than giving the hospital $80,000 with which to
purchase the equipment). Where this occurs, no entry is made in the plant
replacement and expansion fund. Instead, the following entry is made in
the unrestricted fund:

Equipment 14000 $80,000
Value of donated plant assets 29130 $80,000

Receipt of donated equipment at 
fair market value
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Account Numbers
Plant 

Replacement
and Specific-

Expansion Purpose Endowment Unrestricted
Fund Fund Fund Fund

Assets

Cash—general checking 
account 16110 17110 18110

Temporary investments 16200 17200 18200

Accrued income receivable 16300 17300 18300

Pledges receivable 16400 17400 18400 19400

Allowance for uncollectible 
pledges 16500 17500 18500 19500

Due from unrestricted fund 16910 17910 18910

Due from plant P&E fund 17920 18920 19920

Due from specific-purpose 
fund 16930 18930 19930

Due from endowment fund 16940 17940 19940

Other assets 16950 17950 18950 19950

Liabilities and Fund Balance

Due to unrestricted fund 26810 27810 28810

Due to plant P&E fund 27820 28820 29820

Due to specific-purpose fund 26830 28830 29830

Due to endowment fund 26840 27840 29840

Fund balance 26100 27100 28100

Transfers from unrestricted 
fund 26121

Transfers from plant P&E 
fund 29122

Transfers from specific 
purpose fund a

Transfers from endowment 
fund 26124 27124 a

Donated resources received 26131 27131 28131

Investment income 26132 27132

Investment gains and losses 26133 27133 28133

Transfers to unrestricted fund 26141 27141

Transfers to plant P&E fund 29142

aSee text discussion later in this chapter

FIGURE 15.3
Hartful Hospital
Chart of
Accounts—
Restricted Funds
Including 
Additional 
Unrestricted
Fund Accounts
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The account credited is not a revenue account but a temporary unre-
stricted fund balance account. A donation of plant assets in kind is assumed
to be a contribution to the permanent capital of the hospital and is not
reported as revenue in the statement of operations.

Endowment Funds 
Endowments consist of contributed resources that, by donor restriction, are
not to be expended but are to be held intact for the production of income.
By their very definition, endowment funds are almost always classified as per-
manently restricted net assets. Assume, for example, that Hartful Hospital
receives $100,000 from a donor who specifies that the money is to be
invested in securities and held as an endowment of the hospital. The endow-
ment fund entries are as follows:

Cash 18110 $100,000
Donated resources received 28131 $100,000

Receipt of resources to be held 
as an endowment

Investments 18200 $100,000
Cash 18110 $100,000

To record the investment of 
endowment funds received

At the year’s end, account 28131 (along with account 28133) is
closed to the endowment fund balance account (28100).

Income from investments of endowment funds may be donor- restricted
or immediately available for general operating purposes. If the income is
restricted by the donor to specific operating purposes, for example, this income
should not be recorded in the endowment fund but should be recorded directly
in the appropriate specific-purpose fund as follows (amount is assumed):

Cash 17110 $   7,500
Transfers from endowment fund 27124 $  7,500

Receipt of income earned on 
endowment fund investments and 
donor-restricted for specific operating
purposes

If the income is donor restricted to the acquisition of plant assets, the
income should be recorded directly in the plant replacement and expansion
fund through accounts 16110 and 26124 in the manner illustrated earlier.

On the other hand, the income earned on endowment fund invest-
ments may not be donor restricted in any way. In these cases, the income
should be recorded directly in the unrestricted fund as follows:
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Cash 10110 $7,500
Unrestricted income from 
endowment fund 40830 $7,500

Receipt of unrestricted income from 
endowment fund investments

Notice that the credit in the unrestricted fund is to a revenue account to
be reported as nonoperating revenues in the hospital’s statement of operations.

Thus, investment income on endowment funds is directly recorded in
a fund other than the endowment fund. It is not correct to record the income
initially in the endowment fund and later to transfer it to another fund. Gains
and losses on endowment fund investments, however, generally are recorded
in the endowment fund (28133) on the theory that gains and losses follow
the endowment fund principal rather than the endowment fund income.

Questions

Q15.1. Distinguish between unrestricted and restricted resources.
Q15.2. Define fund accounting. Why is fund accounting a useful system

of accounting for many hospitals?
Q15.3. What is a “board-designated fund”? Explain why the resources of

funds of this kind are not classified as restricted resources.
Q15.4. Offside Hospital received donations of an item of medical equip-

ment having a fair market value of $100,000 and $100,000 cash
restricted by the donor to the purchase of medical equipment.
How should each of these donations be accounted for when
received? Explain why the treatment differs.

Q15.5. Only Hospital received a $300,000 cash donation that is restricted
by the donor. In what fund do you think this $300,000 should be
recorded?

Q15.6. Only Hospital received a $300,000 cash donation that was not
restricted by the donor in any manner. The governing board of
the hospital, however, voted to restrict this $300,000 to the pur-
chase of plant assets. In what fund should this donation be
recorded? Explain your answer.

Q15.7. When should resources be transferred from the specific-purpose
funds to the unrestricted fund?

Q15.8. When should resources be transferred from the plant replacement
and expansion funds to the unrestricted fund of the hospital?

Q15.9. When, if ever, should resources be transferred from the unre-
stricted fund to the plant replacement and expansion funds?
When, if ever, should resources be transferred from the endow-
ment funds to the unrestricted fund?
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Q15.10. If investments held in a restricted fund are sold at a gain, in what
fund should the gain be recorded?

Q15.11. In what fund should unrestricted investment income earned on
endowment fund investments be recorded?

Q15.12. In the context of fund accounting, what does the word fund mean?
Q15.13. List, and describe briefly, each of the funds used in hospital

accounting.
Q15.14. During 20X1, Open Hospital’s unrestricted fund received

$18,000 cash from its specific-purpose funds. Of this total,
$13,000 was for charity service and $5,000 for research activities.
How should the $18,000 be recorded in the accounts of the
unrestricted fund?

     



285

16
CHAPTER

QUICK ASSETS

The quick assets of a hospital consist of cash and those other assets (tempo-
rary investments and receivables) that can be quickly and directly converted
into cash. This chapter discusses certain of the accounting problems and pro-
cedures related to such assets. Although cash, marketable securities, and
receivables may appear in any fund, most of the materials of this chapter
relate to the quick assets of the unrestricted fund. You should understand,
however, that the accounting methods and practices described here are gen-
erally applicable to the quick assets found in the restricted funds.

Cash

Cash may be defined as consisting of actual money and other immediately
available resources or credit instruments generally accepted as media of
exchange and used as money equivalents. This includes coin and paper cur-
rency, demand deposits in banks, checks, and money orders. Postage stamps,
however, are supplies, not cash. Postdated checks and IOUs from employees
are properly treated as receivables. The very essence of cash is its availability
as a medium of exchange.

Considerable attention is given to cash accounting because of its rather
obvious value as the means of financing hospital activities. Cash also is the asset
likely to be most susceptible to fraudulent misappropriation by employees and
others. Finally, it should be recognized that, because of the large volume of cash
transactions hospitals complete, the incidence of honest errors can be quite high
unless appropriate accounting procedures and internal controls are observed.

Bank Reconciliations
The bank reconciliation (illustrated in Figure 16.1) should be regarded as
one of the more important accounting and internal control procedures. It
aids in the prevention and detection of fraud, the discovery of errors in
accounting records, and the determination of the accuracy of the bank state-
ment. Bank statements, of course, should be delivered unopened to the per-
son who is to perform the reconciliation, and they should remain in that per-
son’s control until the reconciliation is completed. Reconciliations should be
supervised by the hospital controller and should be performed by someone
who does not handle cash or cash records.
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A bank reconciliation is primarily a matter of adjusting two incor-
rect cash balances (the ledger balance and the bank statement balance) to
a correct amount representing the actual amount of cash over which the
hospital has control—that is, the cash balance to be reported in the bal-
ance sheet. Ordinarily, the book balance will be incorrect, for the follow-
ing two reasons:

1. Items may have been properly subtracted from the bank statement 
balance, but not from the book balance (for example, bank service
charges and patients’ checks deposited by the hospital that prove to be
uncollectible). This is reconciled by deducting the appropriate items
from the book balance.

Books Bank
Dr. Cr. Dr. Cr.

Balances, 11/30 $182,062 168,934
Deposits in transit, 11/30:

Date Amount
11/29 21,604
11/30 18,217
Total 39,821

Checks outstanding, 11/30:
Date Number Amount
10/19 4529 1,361
10/27 4326 412
11/10 4533 89
11/30 4517 145

Total $19,655
Bank service charges for November $      37
NSF checks returned by bank:

Robert M. Patient check dated 11/14; 519
deposited 11/17

William L. Patient check dated 11/20; 909
deposited 11/21

Collection of treasury bills by bank 25,000
Bank errors:

Deposit of 11/27 omitted from bank statement 16,400
Check of Othercity Hospital erroneously 187

charged against Homecity account
Book errors:

Check #4649 for $234, dated 11/15, 
erroneously journalized as $324 90

Totals 207,152 1,465 19,655 225,342
Offsets 1,465 19,655
Adjusted balances, 11/30 205,687 205,687

FIGURE 16.1
Homecity 

Hospital Bank
Reconciliation—

General 
Checking
Account,

November 30,
20X1
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2. Items may have been properly added to the bank statement balance, but
not to the book balance (for example, collections of items by the bank
on behalf of the hospital). This is reconciled by adding the appropriate
items to the book balance.

On the other hand, the bank statement balance normally will be incor-
rect for the following two reasons:

1. Items may have been properly added to the book balance, but not to
the bank balance (for example, hospital deposits in transit at the bank
statement date). This is reconciled by adding the appropriate items to
the bank statement balance.

2. Items may have been properly subtracted from the book balance, but
not from the bank balance (for example, checks issued and outstanding
at the bank statement date). This is reconciled by deducting the appro-
priate items from the bank statement balance.

In addition, both the book and bank statement balances may not be cor-
rect because of errors made by the hospital and the bank. Banks do make errors!

To illustrate the bank reconciliation procedure, assume that the gen-
eral checking account of Homecity Hospital has a November 30, 20X1, gen-
eral ledger balance of $182,062. A few days following the end of the month,
the hospital receives the November bank statement that reports a November
30, 20X1, balance of only $168,934. Neither of these figures should be
reported as the cash balance in the hospital’s month-end balance sheet. The
two figures must be reconciled to an adjusted (correct) balance. This is
accomplished through a reconciliation of the book and bank balances in the
manner shown in Figure 16.1.

The reconciliation begins with the entry of the November 30 balances
in the respective book and bank columns. The $182,062 book balance is
obtained from the general ledger (10110); the $168,934 bank balance is
found on the November bank statement. Typically, it is to be hoped, the
book balance is a debit balance while the bank balance normally is a credit
balance (from the bank’s point of view, the hospital’s balance is a liability of
the bank). If the account is overdrawn, of course, the book balance will be a
credit, and the bank balance will be a debit.

The next step is to list the deposits in transit at November 30. A
deposit in transit is a deposit made by the hospital (usually on the last day or
so of the month) that does not appear on the bank statement for that month.
At some banks, there may be a lag or delay of a day or so in recording cus-
tomer’s deposits, particularly where the customer makes deposits after bank-
ing hours through 24-hour banking stations and night depository systems.
Deposits in transit may be identified by a comparison of deposits as shown on
the bank statement with entries in the cash receipts journal.
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If the hospital deposits all receipts daily and intact (as it should), daily debits
to cash in the journal will be the same amounts as the daily bank deposits. If
a deposit was listed as in transit on the prior month’s reconciliation, the per-
son making the reconciliation also should ascertain that the deposit appears
on the current month’s bank statement. (Note that deposits are debits on the
hospital’s books but appear as credits on the bank statement because, from
the bank’s point of view, the hospital’s cash balance is a liability.)

Note in the figure that Homecity Hospital has two deposits in transit
on November 30 that total $39,821. This amount has been included in the
hospital’s November receipts per books but does not appear as deposits on the
November bank statement. To reconcile, therefore, the $39,821 is credited
(added) to the bank balance in the reconciliation. As a part of the December
31, 20X1, reconciliation process, the person preparing it should make sure
that this $39,821 appears as deposits on the December bank statement.

Next, the checks outstanding at November 30 are listed by date, number,
and amount on the reconciliation. When the November bank statement is
received, the checks included with the statement are arranged in numerical
order and are compared (1) with the listing of checks outstanding on the
prior month’s (October) reconciliation and (2) with the hospital’s cash dis-
bursements journal and payroll journal entries of the current month. An
investigation should be made of checks that remain outstanding from the
prior month’s reconciliation to determine whether payment should be
stopped on such checks. And, perhaps on a sample basis, the endorsements
on canceled checks might be examined for possible irregularities.

As of November 30, Homecity Hospital had a total of $19,655 of out-
standing checks. These are checks that were written and included in the hos-
pital’s disbursements but that had not yet been presented to the hospital’s
bank for payment. The bank has no knowledge of this “float” and conse-
quently did not reduce the hospital’s checking account balance for those
checks. This situation arises because payees sometimes hold the hospital’s
checks for a few days before cashing them, because delays occur in the postal
system and time is required for checks to clear the banking system. In any
event, the outstanding checks are debited to (deducted from) the bank bal-
ance in the reconciliation because the hospital no longer has control of the
amount of money represented by such items. The person who prepares the
December 31 reconciliation should determine whether these $19,655 of out-
standing checks clear the bank in December.

The November bank statement includes a number of debit and credit memos
that specify certain special items that have been charged or credited by the
bank to the hospital’s account. One of the debit memos indicates that the
bank service charge for November was $37. This has been deducted by the

Deposits as
Debits to 

Hospital and
Credits on

Bank 
Statements

Checks 
Compared to
Last Month’s

Reconciliation
and Journal

Debit Memos
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bank in arriving at the hospital’s November 30 balance, but the $37 has not
yet been recorded in the hospital’s November disbursements. The bank serv-
ice charges are credited to the books column of the reconciliation.

Two other debit memos are for NSF (not sufficient funds) checks
that were received from patients, recorded as cash receipts, and deposited by
the hospital during November. Unfortunately, those patients did not have
sufficient funds in their checking accounts to cover these checks. These
checks appeared as deposits (November 17 and 21) on the bank statement
but, when their NSF status was determined, the bank subsequently charged
them back against the hospital’s account. So, to reconcile, the $1,428 total
of bad checks must be credited to the book balance in the reconciliation.
These defaulting patients should immediately be contacted to work out a
plan to make these checks good. The writing of bad checks is a serious mat-
ter, and steps should be taken by the hospital to recover those amounts.

The November bank statement also includes a credit memo representing the
collection by the bank of $25,000 of treasury bills for the hospital. These
bills, which are issued by the U.S. Treasury Department, were being held as
temporary investments by the hospital. They matured late in November and
were turned over to the bank for collection from the government. (A part of
the November service charge includes the fee charged by the bank for this
collection service.) The $25,000 appearing on the bank statement as a
deposit must be debited to the books column of the reconciliation.

Comparisons made of the bank statement with the hospital’s cash
records uncovered certain errors made by the bank during November as well
as an error made by the hospital’s accounting personnel during the month.
One of the bank errors was an omission from the bank statement of a
$16,400 deposit that was made by the hospital on November 27. Apparently,
the bank credited this deposit in error to another customer’s account. In
order to reconcile, the omitted deposit must be credited to the bank columns
of the reconciliation. The bank also made an error in charging one of Oth-
ercity Hospital’s checks for $187 against Homecity Hospital’s account. This
is reconciled by a credit to the bank columns.

The error made by Homecity Hospital was in journalizing check num-
ber 4649, written for $234 in payment of an account payable, in the incor-
rect amount of $324. This caused an understatement of $90 ($324 – $234)
in the month-end ledger cash balance. To reconcile, the $90 must be added
back to the book balance.

After all necessary adjustments have been determined, each of the columns
of the reconciliation is totaled. Then, the books credit column total is offset
against the books debit column total, and the bank debit column total is off-
set against the bank credit column total. This provides the adjusted 

Credit Memos

Totaling the
Columns
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(correct) cash balance at November 30, or $205,687. This is the cash balance
that should be reported in Homecity Hospital’s balance sheet at November
30, 20X1. But, because the general ledger account has a $182,062 balance,
the following adjusting entry is required in the hospital’s general journal:

Cash—general checking account $23,625
Accounts receivable—patients 1,428
Supplies expense—
administrative services 37

Temporary investments $25,000
Accounts payable 90

Adjustment of accounts per 
November 30, 20X1, bank reconciliation 

The debit of $23,625 increases the general ledger cash balance to
$205,687, the debit of $1,428 charges the bad checks back to the patients’
accounts, and the $37 debit records the bank service charges as November
expenses. The credit of $25,000 eliminates the treasury bills from the tem-
porary investments account, and the credit of $90 corrects the error in
accounts payable (when check number 4649 was entered in the cash dis-
bursements journal, $90 too much was debited to the accounts payable
account). Notice that no entry is necessary for deposits in transit, outstand-
ing checks, or bank errors. The deposits in transit and the outstanding checks
have already been recorded in the hospital’s accounts; the bank errors will be
called to the bank’s attention so that they may be corrected by the bank in
its December statement.

The bank reconciliation is an important document; it should not be
destroyed. All reconciliations should be retained in appropriate files for
review by the hospital’s internal and external auditors.

Sometimes bank reconciliations are accomplished by adjusting the
bank balance into agreement with the ledger balance (previously adjusted to
a correct figure). Although this method will produce a reconciliation and is
employed by some auditors, the procedure illustrated in Figure 16.1 is
described here for pedagogical reasons, and because it always produces the
proper balance sheet figure for cash and organizes all the necessary adjust-
ments in one place—that is, in the books debit and credit columns. Other
reconciliation methods may not necessarily provide these two advantages.

As noted in Chapter 14, the use of a special payroll checking account
greatly facilitates the bank reconciliation process. The special payroll account
allows the large volume of payroll checks to be removed from the general
checking account reconciliation. The payroll checking account ordinarily will
require no reconciliation, because it tends to reconcile itself to a zero, or
imprest, balance. This is true because the deposit of the net payroll amount

Retention 
of Bank 

Reconciliations
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in the account is exactly offset by the total of the individual payroll checks
clearing the account. To encourage employees to deposit their payroll checks
promptly, payroll checks may be printed to read “void if not presented for
payment within 30 days.” Other special checking accounts may be estab-
lished, if useful, for other frequently recurring disbursements, such as payroll
taxes, equipment purchases, and interest payments on the hospital’s long-
term debt (bonds payable, for example).

Imprest Cash Funds
A hospital should not keep unnecessary cash on hand. All cash receipts
should be deposited daily and intact; disbursements should never be made
directly from cash receipts. As a general rule, disbursements should be made
only by checks that are properly authorized and supported by appropriate
vouchers. Any violations of these basic control principles are open invitations
to confusion, error, and fraud.

As a practical matter, however, provision usually must be made for the
keeping of cash funds in limited amounts from which cash disbursements can
be made for items for which the writing of checks is not feasible. For this rea-
son, hospitals often must maintain several so-called petty cash funds, change
funds, and check cashing funds. The need for such funds should be evaluated
regularly so that their number and size will be neither excessive nor inade-
quate. All such funds should be accounted for on an imprest basis; that is,
each fund should be established in a fixed amount that is replenished period-
ically when that amount has been exhausted. Responsibility for each imprest
(fixed amount) fund should be assigned to a specific employee who, as the
fund custodian, has sole control over it.

To illustrate the accounting procedures for petty cash funds, assume that
Homecity Hospital decides to establish such a fund in the imprest amount of
$750. Accordingly, a check for this amount is drawn payable to the appointed
petty cash custodian who cashes the check and places the money for safekeep-
ing in a locked petty cash drawer or box. The entries are as follows:

Voucher Register
Petty cash fund $750

Accounts payable $750
Voucher to establish petty 
cash fund of $750

Cash Disbursements Journal
Accounts payable $750

Cash—general checking account $750
Check issued to establish an imprest
petty cash fund of $750

Petty Cash
Funds 
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Disbursements from the fund are made only by the petty cash custodian, and
then only in return for signed receipts, petty cash slips or vouchers, and other
supporting documents. A typical petty cash disbursement form is illustrated
in Figure 16.2. As cash is paid out of the fund, these forms are completed
and retained in the petty cash drawer or box.

When the fund is found to be nearly exhausted, and routinely at the
end of each month, a reimbursement check may be drawn to replenish the
fund to its imprest amount. Assume that the contents of the petty cash box
at month end are as follows:

Coin and currency $ 87
Petty cash disbursement slips 635
IOU from employee 25
Total $747

The coin and currency in the box, of course, were determined by
actual count. The disbursement slips are removed from the box, totaled, and
summarized according to the accounts to be debited for the expenditures.
This summary analysis can be entered on the back of specially printed petty
cash disbursements envelopes, such as the one shown in Figure 16.3. When
the summary is completed, the cash disbursement slips are placed in the enve-
lope and become a part of the voucher package for the check to be drawn to
replenish the petty cash fund.

For simplicity, let us assume that the petty cash disbursements of $635
are chargeable only to the accounting department ($415) and the laboratory
department ($220). The necessary entries to replenish the fund are as follows:

Voucher Register
Supplies expense—accounting $415
Supplies expense—laboratory 220
Accounts receivable—employees 25
Cash over and short 3

Accounts payable $663
Voucher for check to replenish the 
petty cash fund to the imprest amount

Cash Disbursements Journal
Accounts payable $663

Cash—general checking account $663
Check issued to replenish the petty cash fund
to the imprest amount

Notice that the employee’s $25 IOU is debited to accounts receiv-
able—employees. This represents an improper use of the petty cash fund, and
the custodian should be instructed not to allow employees to borrow from

Petty Cash 
Documentation
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the fund. Note also that the $3 shortage in the fund is debited to a special
cash over and short account that is treated as either a miscellaneous expense
or miscellaneous income account, depending on its balance at the end of the
reporting period.

The $663 check is drawn payable to the petty cash custodian who
cashes it and places the money in the petty cash box. This $663, plus the
$87 remaining in the fund at the time of reimbursement, brings the petty
cash drawer up to a total of $750 again. These replenishments are made as
often as the fund is depleted, or at least at the end of each monthly report-
ing period.

It should be recognized that nowhere in the reimbursement process is the
petty cash account debited or credited. This is done only when the imprest
amount of the fund is increased or decreased. If reimbursements are required
often enough to be bothersome, the imprest amount of the fund might be
considered inadequate. Assume, for example, that it is decided to increase the
above fund to $1,000. A check therefore is drawn for $250 and is debited to
the petty cash account. On the other hand, if reimbursements are infrequent,
this may be an indication that the imprest amount is excessive. Suppose, for

FIGURE 16.2
Petty Cash 
Disbursement
Slip

PETTY CASH DISBURSEMENT

NO. DATE 20

$

TO

Amount DOLLARS

For

Account Number

Approved Received
By Payment

Debits and
Credits to
Petty Cash
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example, that a decision is made to reduce the $750 fund to an imprest
amount of $400. In this case, one would remove $350 of currency from the
petty cash box and deposit it in the hospital’s general checking account, cred-
iting the petty cash account.

Hospitals often establish change funds in nominal amounts at cash-receiving
locations for the purpose of providing change to patients, employees, and vis-
itors. These funds should be balanced daily to the total of recorded cash
receipts plus the imprest amount of the change fund. In depositing cash
receipts, over and short variations are considered to be in the day’s receipts
and not in the change fund that is retained in its imprest amount.

Although hospital policy ordinarily should be that of not cashing any
personal or payroll checks for anyone, check-cashing funds often are estab-
lished as a convenience to employees. Where such check-cashing funds are
necessary, they should be maintained on an imprest basis. The custodian of
such funds should be independent of all payroll functions.

Internal Cash Controls
Internal cash controls are essential in the hospital’s business offices and at all
other locations where cash is received or disbursed. These safeguards must be
built into the accounting system if hospital cash resources are to be accurately
recorded and adequately protected from error and misappropriation. A
description of many of these controls and the related accounting procedures
for the processing of cash receipts and disbursements has been provided in
previous chapters, particularly in Chapters 12 and 14. It would now be use-
ful to provide a listing of some of the basic principles typically incorporated
into internal cash control systems:

• All hospital employees who handle or have access to cash should be 
adequately bonded.

• Petty cash and change funds should be limited in number and should be
established in minimum imprest amounts.

• Bank accounts should be reconciled regularly by persons other than
those who handle cash receipts, sign checks, or maintain the cash 
journals and records.

• There must be a distinct segregation of duties between cash handling
and cash accounting (for example, persons who handle incoming cash
should not have control of the accounts receivable records).

• All cash record forms—checks, bank deposit tickets, cash receipt slips,
and petty cash vouchers—should be prenumbered and accounted for by
numerical sequence whenever this is feasible.

• Definite responsibility for cash-handling functions and for custody of
cash funds should be assigned to specific employees.

Other 
Imprest Funds
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• The fewest possible employees should be given access to cash.
• The work of business office personnel should be made complementary so

that an error made by one automatically will be discovered by another.
• Physical protection should be provided through the use of vaults, bank

facilities, cashiers’ cages, locked cash drawers, and similar devices.
• Definite procedures should be established in writing for the handling of

all cash transactions.
• Office procedures should be so arranged that misappropriations are

unlikely to go undetected without the collusion of two or more employees.
• Internal audits and surprise cash counts should be made by a responsible

employee at irregular intervals.

Although this listing is not by any means complete, it is indicative of
some of the procedures to be observed in a sound internal control system.

Temporary Investments

Temporary investments are investments that can be quickly and directly
converted into cash. Temporarily excessive cash balances should always be
invested by the hospital in bank savings accounts, certificates of deposit, U.S.
treasury bills, or in some other type of income-producing asset. The invest-
ment objectives should be safety, marketability, and a reasonable rate of
return. These temporary or short-term investments may appear in the hospi-
tal’s restricted funds as well as in its unrestricted fund, although long-term
investments are more commonly found in the endowment funds and in the
plant expansion and replacement funds.

Example of Accounting Procedures for Temporary Investments
To illustrate the accounting procedures for temporary investments in bonds
(sometimes referred to as marketable debt securities), assume that Home-
city Hospital’s cash budget indicates that $40,000 of cash should be available
for investment for about four months. Accordingly, on October 1, 20X1, the
hospital purchases $40,000 of corporate bonds at face value.

These 6 percent bonds pay interest semiannually on November 1
and May 1 (3 percent each interest payment date). Assuming this is an
investment of the hospital’s unrestricted fund, the entries for 20X1 are
shown in Figure 16.4.

The voucher register entry records the investment at cost, which is the
quoted price paid for the securities plus brokerage fees and all other acquisi-
tion costs. It is assumed here that the quoted price was 100 percent of face,
or par, value and that acquisition costs totaled $65. For accounting purposes,
then, the cost of this investment was $40,065. Had these securities been
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Voucher Register
10/1 Temporary investments $40,065

Accrued interest receivable 1,000
Accounts payable $41,065

Purchase of temporary investments 
as follows:

Purchase price (face value) $40,000
Acquisition costs 65
Total cost 40,065
Accrued interest: 1,000
$40,000 × 6% × 5/12
Total disbursement $41,065

Cash Disbursements Journal
10/1 Accounts payable $ 41,065

Cash—general checking account $41,065
Check issued for purchase of 
temporary investments

General Journal
10/31 Accrued interest receivable $200

Interest income $    200
Accrual of interest income earned 
on temporary investments in October: 
$40,000 × 6% × 1/12

Cash Receipts Journal
11/1 Cash—general checking account $  1,200

Accrued interest receivable $  1,200
Receipt of semiannual interest 
on temporary investments: 
$40,000 × 6% × 6/12

General Journal
11/30 Accrued interest receivable $     200

Interest income $    200
Accrual of interest income earned on 
temporary investments in November

General Journal
12/31 Accrued interest receivable $     200

Interest income $    200
Accrual of interest income 
earned on temporary investments 
in December

FIGURE 16.4
Entries for
Temporary
Investments
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quoted at, say, 98 percent, the price paid for them would have been $39,200
(98 percent of $40,000), and the cost of the investment would have been
recorded as $39,265 ($39,200 + $65).

Because these bonds were acquired between interest payment dates,
the seller must be paid the accrued interest on the bonds since the last
interest payment date—that is, from May 1 to October 1 (five months’
accrued interest). This $1,000 is not charged to expense but to accrued
interest receivable because it will be recovered by the hospital on Novem-
ber 1, when the bond issuer pays six months’ interest to bondholders.
Accrued interest settlements always are made in this manner between
investors who trade in bonds. It would not be feasible for the bond issuer
to attempt to make these adjustments. Instead, the issuer always pays six
months’ interest on each interest payment date regardless of the length of
time the investor has held the bonds.

On October 31, and at the end of each subsequent monthly reporting
period so long as Homecity Hospital holds these bonds, a general journal
adjusting entry is required to record the accrued interest income on the
investment. The amount of this entry is an approximation of interest for one
month; precise computations to exact days or cents can be made but are not
necessary in recording most accruals of this type. Note that the October 31
entry increases the balance of the accrued interest receivable account to
$1,200—that is, the amount of the semiannual interest received the follow-
ing day (November 1).

On December 31, the interest income account has a balance of $600,
which is reported in Homecity Hospital’s 20X1 statement of operations as
nonoperating revenue. The $400 of accrued interest receivable will be
reported in the hospital’s year-end balance sheet as a current asset. The
December 31, 20X1, balance sheet also will report the investment at its cost
of $40,065.

Suppose, however, that the December 31 quoted market price of these
bonds has risen to 102 percent ($40,800), or has fallen to 97 percent
($38,800). Should the carrying value of the investment be adjusted (written
up or down) to current market value? Under current GAAP, temporary
investments in bonds usually are carried in the accounts and in the balance
sheet at their original acquisition cost with market value indicated parenthet-
ically or by footnote. Some accountants argue, however, that such invest-
ments should be valued at the lower of cost or market value; others believe
that such investments should be reported at market value, whether this is
higher or lower than cost. We shall use the cost valuation.

To complete this illustration, let us assume that these investments are
sold by the hospital at 102.5 percent and accrued interest on January 1,
20X2, with brokerage fees and other expenses of sale amounting to $76. The
cash receipts journal entry is as follows:
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Cash—general checking account $41,324
Accrued interest receivable $     400
Temporary investments 40,065
Gain on sale of temporary investments 859

Sale of temporary investments as follows:
Sale price (102.5% of $40,000) $ 41,000
Less brokerage fees 76
Net proceeds from sale $40,924

Add accrued interest:
$40,000 × 6% × 2/12 months 400

Total cash received $ 41,324

The credit to accrued interest receivable is necessary to eliminate the
balance of that account as established by the income accruals at the end of
November and December 20X1. A gain of $859 is realized on the sale; it is
computed as the difference between the net proceeds ($40,924) and the cost
of the investment ($40,065). This gain will be reported in the 20X2 state-
ment of operations of the hospital among the nonoperating revenues.

Similar procedures are followed in accounting for temporary invest-
ments in bonds by the hospital’s restricted funds. The accounting procedures
for long-term investments in bonds, however, are somewhat different. This
matter is pursued at length in Chapter 19.

Short-term investments in corporate stocks usually are reported at the
lower of aggregate cost or market.

Receivables

The term receivables, as employed in hospital accounting, refers to the real-
izable cash value of the hospital’s legal claim against its patients, third-party
payers, and others. Such receivables arise primarily from the provision of
healthcare services to patients on a credit basis. In effect, the hospital
exchanges its services, including goods and supplies, for the patient’s and/or
the third party’s promise to pay for such services in the future. It is an eco-
nomic exchange measured in terms of the hospital’s full established rates
regardless of expectations about future collectibility.

The resulting revenues and related receivables are recorded on the
accrual basis in the time period in which the associated healthcare services are
provided. Because there is usually a considerable time lag between the provision
of services and the receipt of payment for those services, this practice gives rise
to substantial amounts of accounts and notes receivable in the balance sheet.

Receivables may also exist in relatively small amounts from transac-
tions that are only indirectly related to the provision of services to patients.
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Included in this category are accruals for various miscellaneous items such as
interest and rental income earned but not miscellaneous items such as inter-
est and rental income earned but not yet received in cash, advances to
employees, tuition charges receivable from students, and donors’ pledges
receivable. Full and separate disclosure should be made in the hospital bal-
ance sheet of all material amounts of these miscellaneous receivables.

Much of the accounting procedure relating to receivables was dealt
with in earlier chapters. Here, the discussion is confined to the balance sheet
valuation of receivables, accounting for notes receivable, and internal con-
trols for receivables.

Valuation of Receivables
Receivables should be reported in the hospital balance sheet at their net realiz-
able value. In other words, the gross amount of receivables recorded at estab-
lished service rates in the accounts should be reduced to the net amount that
can be reasonably estimated to be actually collectible in cash. Appropriate esti-
mates, as described later, should be made of the amounts uncollectible because
of bad debts, contractual adjustments, charity service, and other factors. Such
estimates are treated as reductions of gross receivables in the balance sheet by
the use of the allowance for uncollectible accounts. These amounts, other than
bad debts, should also be included as “revenue deductions” in the statement of
operations of the period in which the receivables arose. The treatment for bad
debts on the statement of operations changed in the early 1990s. The provi-
sion for bad debt (now known as bad debt expense) is included as an operat-
ing expense on the statement of operations. These procedures are required to
secure a proper balance sheet valuation of the receivables as well as to properly
match revenues and revenue deductions on an accrual basis.

Bad Debts
It is reasonable to expect that a certain amount of receivables arising from
services provided to self-responsible patients will prove to be uncollectible.
Uncollectible amounts also may arise from the uninsured portion of the
accounts of patients covered by BlueCross or other third-party payers. At the
time of admission, or as soon thereafter as practicable, the financial status of
each patient should be determined so that uncollectible amounts can be
properly classified and distinguished as arising from bad debts, contractual
adjustments, or charity service. After adequate collection efforts have been
expended to the point at which additional expenditures cannot be justified
on the basis of prospective benefits, amounts still remaining uncollected
should be treated as bad debts.

At the end of each reporting period, an estimate must be made of the amount
of receivables that ultimately will prove to be bad debts. This is necessary to

Estimating
Bad Debts
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prevent an overstatement of assets (receivables) in the balance sheet and to
provide for a proper matching of revenues and revenue deductions in the
statement of operations of the period in which the receivables originated. It
is a procedure required under the accrual basis of accounting.

To illustrate, let us assume that 20X1 is the initial year of operations
for Homecity Hospital. During this year, the hospital provided $3.6 million
of services to patients and collected $3 million of this amount. At the end of
the year, then, accounts receivable total $600,000. Also assume that operat-
ing expenses for the year are $3.5 million and that there were no charity
patients or contractual adjustments. If nothing is done to consider the possi-
bility of bad debts, the hospital’s year-end balance sheet will include
$600,000 of accounts receivable among the assets, and the 20X1 statement
of operations will report an excess of revenues over expenses of $100,000
($3.6 million – $3.5 million).

In the first several months of 20X2, $564,000 of the 20X1 accounts
receivable are collected. The remaining sum of $36,000 (after diligent efforts
to collect it) is deemed to be uncollectible, or bad debts. An entry is made to
write off these receivables and charge the $36,000 to the 20X2 bad debt
expense account. Observe, however, that the receivables and the related rev-
enues were recorded in 20X1.

This procedure obviously places the bad debts in the wrong year. The
$36,000 of bad debts should have been given accounting recognition as a
bad debt expense in 20X1—the year in which the related revenue was
recorded. This means that the excess of revenues over expenses for 20X1 was
overstated by $36,000. In addition, there was a $36,000 overstatement of
assets (accounts receivable) in the December 31, 20X1, balance sheet. The
receivables should have been stated in that balance sheet at net realizable cash
value, or $564,000 ($600,000 – $36,000).

The difficulty, of course, is that it is impossible to predict precisely which
individual accounts will prove to be bad debts. It also is impossible to deter-
mine precisely the total dollar amount of accounts that will prove to be
uncollectible in the future; no one has perfect foresight. Nevertheless, a rea-
sonable estimate can, and should, be made so that the degree of misstatement
in the financial statements will be minimized. There are three methods by
which bad debts may be estimated for accrual basis accounting purposes:

Method 1: Application of a percentage, based on past experience, to
the balance of accounts receivable at the end of the
reporting period

Method 2: Application of a percentage, based on past experience, to
the total of charges to patients’ accounts during the
reporting period

Three Methods
of Estimating
Bad Debts
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Method 3: Determination through an analysis of individual accounts in
the patients’ ledger, taking into account the length of time
each account has remained unpaid (“aging the accounts
receivable”)

As a matter of actual practice, hospitals often employ all three meth-
ods, comparing the results of each so as to arrive at the most accurate esti-
mate of probable bad debts.

The percentage used in these methods often is an average percentage
based on several prior years’ experience and tempered by expectations of con-
ditions that might exist in the future collection period. Computations of
these percentages, of course, are based only on the self-responsible portions
of patients’ accounts receivable, because billings to third parties are generally
collectible in full. In the following example, we assume that an average of
about 60 percent of the hospital’s charges are billed to third-party payers,
leaving 40 percent payable by patients themselves.

Let us return to the end of 20X1 and attempt to estimate the amount of bad
debts likely to arise in 20X2 from the $600,000 of accounts receivable. If we
use the first method noted and assume that the estimated bad debts percent-
age is 12 percent, bad debts will be estimated at $28,800 as follows:

Accounts receivable, 12/31/X1 $  600,000
Less third-party portion (60%) 360,000
Self-responsible portion 240,000
Percentage of bad debts (12%)                             .12
Estimated bad debts $    28,800

However, if we use the second method and assume that the estimated bad
percentage is 2.4 percent of revenues, bad debts will be estimated at $34,560
as follows:

Charges to patients—20X1 $3,600,000
Less third-party portion (60%) 2,160,000
Self-pay portion 1,440,000
Percentage of bad debts (2.4%)                             .024
Estimated bad debts $     34,560

You should not assume from this example that method 2 will always
provide a larger estimate than method 1, or that it will produce the most accu-
rate estimate. It can be argued that method 2 may be statistically superior to
method 1 because of the larger base (charges rather than receivables) used.
Under either method, the critical factor is the soundness of assumptions and
judgments underlying the determination of the bad debts percentage.

Using Method 1

Using Method 2
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The aging procedure (method 3) is likely to provide the most accurate esti-
mate of bad debts. It also is the most managerially useful method in that it
requires a detailed, account-by-account examination of patients’ receivables.
The procedure involves the classification of account balances into “age”
groups, depending on the number of days that have elapsed since the date of
discharge, as illustrated in Figure 16.5. (In some cases, the aging may be
made on the basis of time elapsed since the date of the last payment received
on the account. Our illustration merely provides a DLP—date of last pay-
ment—column to indicate this information when it is desired.)

As you can see in the aging schedule, a total is obtained for each age
group. For example, $90,000 of receivables are in-house accounts, $50,000
of receivables are 1–30 days old, $40,000 are 31–60 days old, $30,000 are
61–90 days old, and so on. Appropriate percentages based on past experience
are then applied to these totals to obtain an estimate of total probable bad
debts. As you might expect, the percentage used increases with the age of the
accounts. The older the account, the less likely it is to be collected.

Using the bad debt estimate provided by the aging schedule, the
required adjusting entry at the end of 20X1 is as follows:

Bad debt expense $  36,300
Allowance for uncollectible 
accounts—bad debts $  36,300

Required provision for bad debts 
per accounts receivable aging schedule

Thus, the 20X1 statement of operations will include the $36,300 of
estimated bad debts as an expense of the year. And the balance sheet at
December 31, 20X1, will present the receivables as follows:

Accounts receivable $600,000
Less allowance for uncollectible 
accounts—bad debts 36,300 $563,700

In this way, the accounts receivable are reduced to net realizable value
for balance sheet presentation purposes.

Let us now assume that, during 20X2, $564,000 of these accounts are
collected by the hospital. The hospital credit manager concludes that the
remaining $36,000 of accounts are definitely uncollectible. The summary
entries are the following:

Cash Receipts Journal
Cash—general checking account $564,000

Accounts receivable $564,000
Collections on 20X1 accounts 
receivable during 20X2

Using Method 3
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General Journal
Allowance for uncollectible 
accounts—bad debts $36,000

Accounts receivable $ 36,000
Write-off of accounts receivable 
deemed to be bad debts 

The specific 20X1 accounts written off during 20X2 are removed or
otherwise eliminated from the active section of the patients’ subsidiary
ledger. The ledger cards and related records are placed in an inactive file and
are retained under the control of a responsible employee who does not have
any access to incoming cash receipts. This is designed to prevent the theft of
subsequent cash collections on previously written-off accounts. Where such
recoveries are made, the credit should be made to the allowance account or
to a special account titled “recoveries of accounts written off.”

To complete this illustration, assume that Homecity Hospital’s
accounts receivable at the end of 20X2 total $685,000. Bad debts are esti-
mated at $41,000, determined in the manner previously described for the
end of 20X1. The required adjusting entry for bad debts at December 31,
20X2, is as follows:

General Journal
Bad debt expense $40,700

Allowance for uncollectible 
accounts—bad debts $ 40,700

Required provision for bad debts:
Required allowance 
account balance (credit) $ 41,000
Present allowance 
account balance (credit) 300
Required adjustment $40,700

Recall that bad debts were estimated in the amount of $36,300 at the
end of 20X1, but actual write-offs during 20X2 were only $36,000. This
means that the allowance account is left with a $300 credit balance at Decem-
ber 31, 20X2. Because a credit balance of $41,000 is required (based on an
aging schedule) at the end of 20X2, the adjustment is made for only
$40,700. On the other hand, if 20X2 write-offs had been $38,000, the
allowance account would have had a December 31, 20X2, debit balance of
$1,700. In that case, the above entry would have been made for $42,700
($41,000 + $1,700) to obtain the desired $41,000 credit balance in the
allowance account.
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The same procedure is followed when bad debts are estimated as a per-
centage of year-end receivables (method 1). When bad debts are estimated as
a percentage of charges (method 2), however, the estimated amount of bad
debts is simply debited to bad debt expense and credited to the allowance for
uncollectible accounts. In other words, when method 1 or method 3 is
employed, the result is the required balance in the allowance for uncollectible
accounts at the end of the reporting period. The allowance account is adjusted
to that balance. When method 2 is used, however, the result is the amount to
be debited to bad debt expense and credited to the allowance account.

Contractual Adjustments
Under contractual agreements with third-party payers, hospitals often receive
less than their full rates and are sometimes prohibited from collecting the dif-
ference from patients who are covered by the contract. In such cases, the
amount of these differences—called contractual adjustments—included in
end-of-period receivables must be determined. This may be done by a direct
analysis of individual accounts or on a percentage basis developed either from
a sample of the accounts or from past experience. The procedure is similar to
that for estimating bad debts.

To illustrate, recall (from Figure 16.5) that the third-party portion of Home-
city Hospital’s December 31, 20X1, receivables was $360,000, measured in
terms of the hospital’s full service rates. Earlier, it was assumed that the third-
party payers paid 100 percent of such rates; now let us assume that the hos-
pital is reimbursed on the average at only 95 percent of such rates. If this 5
percent difference is not billable to the patients involved, the following
adjusting entry is required at December 31, 20X1:

General Journal
Deductions from revenues—
contractual adjustments $  18,000

Allowance for uncollectible 
accounts—contractuals $  18,000

Required provision for estimated 
contractual adjustments included in 
year-end receivables: 
5% of $360,000  = $18,000

Including the previously determined estimate of bad debts, the 
December 31, 20X2, balance sheet presentation of receivables is the following:

Accounts receivable $600,000
Less allowance for uncollectible accounts—
bad debts 36,300
Less allowance for uncollectible accounts—
contractuals 18,000 $545,700

Estimating
Contractual

Adjustments

           



Chapter  S ixteen:  Quick  Assets 307

The 20X1 statement of operations, of course, will include the $18,000
of estimated contractual adjustments as a deduction from the patient services
revenues of the year. Where the precise amounts of contractual adjustments
can be determined, they may be credited directly to accounts receivable
rather than to the allowance account.

Assume now that payments received on these accounts from third-
party payers in 20X2 amount to $341,000. The necessary entries are summa-
rized in a single cash receipts journal entry as follows:

Cash Receipts Journal
Cash—general checking account $341,000
Deductions for revenues—
contractual adjustments 19,000

Accounts receivable $360,000
Receipt of payments for third-party 
portion of 12/31/X1 receivables

Notice that the $19,000 debit is made here to revenue deductions and
not to the allowance account because of the assumed design of the cash
receipts journal (see the cash receipts journal illustrated in Figure 11.4).

So, at the end of 20X2, the allowance for uncollectible accounts for
contractual adjustments remains with the $18,000 credit balance established
at the end of 20X1. If the amount of contractual adjustments at December
31, 20X2, is estimated at $19,500, the required adjusting entry is as follows:

General Journal
Deductions from revenue—
contractual adjustments $    1,500

Allowance for uncollectible 
accounts—contractuals $     1,500

Required provision for 
contractual adjustments 
at 12/31/X2:

Required allowance $19,500
Present balance of 
allowance account 18,000
Required adjustment $  1,500

On the other hand, if the $19,000 were debited to the allowance
account in this cash receipts journal entry, the December 31, 20X2, adjust-
ment would be made in the amount of $20,500 ($19,500 plus the debit bal-
ance of $1,000 in the allowance account). Either procedure is acceptable.

The preceding illustrations for bad debts and contractual adjustments
were presented in annual terms for ease of exposition. You must understand,
however, that these adjustments are made monthly in actual practice. This is
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necessary to make the monthly financial statements more accurate and useful
for internal management purposes.

Charity Service
As indicated in previous chapters (see particularly Chapter 7), uncollectible
receivables arising from the provision of charity service to patients may be
accounted for using an allowance account in the manner described here for
contractual adjustments. This method may be used where the amount of char-
ity service in receivables is determined by estimate rather than by specific iden-
tification. In many cases, however, such amounts are readily determinable, and
the use of the allowance account method is not necessary. Instead, charity
service is recorded by direct credits to the receivables account.

Accounting for Notes Receivable

It is not uncommon for hospitals to accept interest-bearing promissory notes
from patients who, faced with a substantial hospital bill, require an extended
period of time to accumulate the resources with which to pay their accounts.
To illustrate the accounting procedures, assume that a patient gives Home-
city Hospital an 8 percent, 90-day promissory note on March 1, 20X1, in set-
tlement of a $9,000 account with the hospital. The total interest on this note
is $180 ($9,000 × 8 percent × [90 days ÷ 360 days]), or $2 per day. It should
be recognized as earned income by the hospital through monthly accruals, as
shown in Figure 16.6. Elapsed days between any two dates are computed by
counting the first day or the last day, but not both; in other words, the number
of days between March 1 and March 31 is 30.

It is assumed here that the note in question is a term note receiv-
able—that is, that the face amount of the note and all interest is payable in a
single sum on the maturity date of the note (May 30, 20X1). 

Should the patient fail to pay the note at maturity, the debit of $9,180
is made to dishonored notes receivable rather than to cash. The failure of the
patient to honor the note, however, in no way changes the fact that interest
income of $180 was earned. If further collection efforts are unsuccessful, the
$9,180 is written off as a bad debt.

Notes Receivable Used as a Source of Funds
To illustrate how patients’ notes receivable may be used as a source of funds
by the hospital, let us backtrack to March 31. Assume that the first two
entries in Figure 16.6 have already been made and that the hospital discounts
the note receivable at a local bank. Assuming that the bank discount rate is
12 percent, the entry to record the discounting of the note is as follows:
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Cash Receipts Journal
3/31 Cash—general checking account $8,996

Interest expense 64
Accrued interest receivable $     60
Notes receivable discounted 9,000

Discounting of a $9,000 note 
receivable at 12% at local bank

The maturity value of this note is $9,180, and there are 60 days
remaining before that maturity date. The discount charged by the bank
(rounded to the nearest dollar) therefore is $184 ($9,180 × 12 percent × [60
days ÷ 360 days]). The proceeds of the note to the hospital are $8,996
($9,180 – $184)—that is, on March 31 the bank gives the hospital $8,996
for the patient’s note. The hospital gives up the right to receive the $9,180
maturity value of the note. The maturity value will be collected by the bank.

Notice here the credit to notes receivable discounted. This is a contin-
gent liability account. So, assuming that the note was discounted “with
recourse” (as is usual), the hospital is obligated to pay the bank $9,180 at the
maturity date of the note if the patient does not. This account is presented in
the hospital’s balance sheet as a direct deduction from notes receivable in the
assets section.

General Journal
3/1 Notes receivable $9,000

Accounts receivable $9,000
Receipt of 8%, 90-day note receivable in 
settlement of patient’s account

3/31 Accrued interest receivable $     60
Interest income $     60

Interest income earned in March: 
$9,000 × 8% × 1/12 = $60

4/30 Accrued interest receivable $     60
Interest income $     60

Interest income earned in April:
$9,000 × 8% × 1/12 = $60

Cash Receipts Journal
5/30 Cash—general checking account $9,180

Interest income $     60
Accrued interest receivable 120
Notes receivable 9,000

Collection of note receivable and accrued interest

FIGURE 16.6
Accounting for
Notes Receivable
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No other entries related to this note are made by the hospital until the
May 30 maturity date. Following are the two sets of entries to be made on
May 30 by the hospital, assuming (1) that the patient pays the bank and (2)
that the patient does not pay the bank:

(1) General Journal
Notes receivable discounted $9,000

Notes receivable $9,000
Payment by patient of discounted note receivable

(2) Voucher Register
Notes receivable discounted $9,000
Notes receivable dishonored 9,195

Notes receivable $9,000
Accounts payable 9,195

Voucher for payment of discounted note receivable 
dishonored by patient

Cash Disbursements Journal
Accounts payable $9,195

Cash—general checking account $9,195
Check issued to pay bank for 
dishonored note receivable discounted

Protest Fee for Dishonored Discounted Notes
When a discounted note is dishonored, the bank generally makes a charge
often called a protest fee. In this case, the fee was $15, making the total pay-
ment to the bank $9,195 ($9,000 + $180 + $15). Notice that the face
amount of the note, the interest, and the protest fee is charged back to the
patient by the debit to notes receivable dishonored. If collection efforts are
not fruitful, the $9,195 is written off as a bad debt.

Internal Control

Various internal control principles and procedures have been discussed in ear-
lier chapters, particularly in Chapter 12, where you observed that the control
of receivables and the control of revenues are closely linked. Thus, let us limit
this discussion to a few general observations about the internal control of
hospital receivables.

Initiating Receivables Control in the Admitting Process
Receivables control begins in the admitting/registration process, where com-
plete and accurate information must be secured so that an initial determination
can be made of each patient’s financial status and unnecessary delays may be
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avoided in subsequent billing and collection efforts. Once patients are admit-
ted, the system should be such as to provide a high degree of assurance that all
billable services rendered are promptly and accurately charged to patients’
accounts. Unrecorded revenues are unlikely to be charged; if not charged, they
will not be billed; and, if not billed, they will not be collected. Having com-
plete and accurate charges to patients’ accounts, the objective becomes that of
maximum collection of such charges at the earliest practicable time.

Separating Billing and Collections Responsibilities
The billing function usually should be performed by someone other than
those who maintain the patients’ subsidiary ledger records or the cashiers.
Sound procedures should be followed (as described in Chapter 12) as collec-
tions are received to ensure that patients’ accounts are promptly and accu-
rately credited. Noncash credits made to accounts receivable deserve partic-
ular attention, as such credits may be used to hide errors and defalcations.

Reconciling Ledgers with Control Accounts
Finally, the regular reconciliation of subsidiary ledgers with receivables con-
trol accounts must be recognized as an essential internal control practice.

Questions

Q16.1. What are “quick assets”?
Q16.2. Define cash. Are postage stamps, postdated checks, and employee

IOUs properly includable in “cash”? If not, how should such
items be classified in the balance sheet?

Q16.3. For what reasons are bank reconciliations prepared? By whom
should bank reconciliations be prepared?

Q16.4. Explain how you would determine the appropriate imprest
amount with which to establish a petty cash fund.

Q16.5. Under what circumstances is the petty cash account debited or
credited?

Q16.6. List ten of the most important basic principles typically incorpo-
rated into internal cash control systems.

Q16.7. Name three methods by which bad debts may be estimated for
accrual basis accounting purposes. Which method is best?

Q16.8. Describe briefly some of the procedures that should be observed
to maintain effective internal control over receivables.

Q16.9. Identify and explain the nature of three deductions that may be
made to arrive at a balance sheet valuation for accounts receivable.

Q16.10. Define the term temporary investments. List some common types
of temporary investments available to hospitals.

Q16.11. Purr Hospital’s general ledger cash in bank account has a balance of
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$213,597 as of November 30. The November bank statement, how-
ever, shows a balance of $244,129 at the same date. List four types of
factors that may cause such a difference and give an example of each.

Q16.12. Briefly describe the imprest system for operating a petty cash fund
and state the principal advantages of the imprest system from the
standpoint of internal control.

Exercises

E16.1. Pike Hospital’s bank statement shows a March 31 balance of $4,200.
An analysis discloses that $1,500 of checks are outstanding and that
there is a deposit in transit of $900 at March 31. Bank service charges
for March were $25 and an NSF check of $175 was charged against
the hospital’s account by the bank on March 28. The hospital had
deposited this patient’s check on March 19. The hospital made a
deposit of $400 on March 21 that does not appear on the March bank
statement, and the bank admitted its error when contacted about it.
On March 25, one of the hospital’s bookkeepers journalized a properly
drawn $50 check (issued in payment of a supplier’s invoice) as $500. 
Required: (1) What amount should the hospital report as cash in
bank in its March 31 balance sheet? (2) What adjusting entry
should the hospital make on March 31?

E16.2. Pack Hospital maintains a petty cash fund in the imprest amount of
$275. The fund is reimbursed at a time when the contents of the
petty cash box are as follows:

Petty cash vouchers $131
Employee’s personal check made 
payable to Pack Hospital 25
IOU from another employee 10
Coin and currency 106

Here petty cash vouchers include a voucher for a $50 purchase of
postage stamps. Unused stamps having a face value of $19 remain
in the petty cash box. 
Required: In the entry to record the reimbursement of the petty cash
fund, what amount should be credited to the petty cash account?

E16.3. Pick Hospital provides you with the following 20X1 information:

Accounts receivable, 1/1 $ 45,000
Charges to patients’ accounts 639,200
Cash collections on patients’ accounts 634,200
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Accounts written off as bad debts 4,690
Collection of accounts previously 
written off as bad debts 350
Allowance for bad debts, 1/1 5,400

The hospital’s aging schedule indicates that $6,000 of the
12/31/X1 accounts receivable will prove uncollectible. 
Required: What amount should the hospital’s 20X1 statement of
operations report as bad debt expense?

E16.4. Pink Hospital maintains an allowance for bad debts as a contra
account to receivables from patients. On December 31, 20X1, the
allowance account had a credit balance of $2,000. Each month,
the hospital accrues bad debts equal to 1 percent of charges to
patients’ accounts. Charges to patients’ accounts during 20X2
amounted to $500,000. During 20X2, accounts receivable total-
ing $8,000 were written off as bad debts. An aging of receivables
at December 31, 20X1 indicates that $10,000 of December 31,
20X1 receivables are likely to prove to be bad debts. 
Required: By what amount should bad debt expense previously
accrued during 20X2 be increased on December 31, 20X1?

E16.5. Poke Hospital provides you with the following data relating to
October activity in its checking account with a local bank:

Per Books Per Bank
Balances, 9/30 $11,863 $12,310
October receipts 51,422 50,827
October disbursements 48,705 49,107
Balance, 10/31 14,580 14,030
Deposits in transit:

9/30 $139
10/31 ?

Checks outstanding:
9/30 $586
10/31 ?

Bank service charges for October, $14
NSF check of patient returned with 
October bank statement, $108

In reconciling the account, you discover two errors: (1) one of the
hospital’s accountants journalized a $620 check, issued in payment
of an account payable, as $260, and (2) the bank charged the hos-
pital for a $150 check drawn by another of the bank’s depositors.
Required: What amount should be reported as cash in bank in the
hospital’s October 31 balance sheet?
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Problems

P16.1. On June 1, Pixie Hospital established a petty cash fund in the
imprest amount of $500. On June 14, the contents of the petty
cash fund were as follows when the fund was reimbursed:

Coin and currency $221
Petty cash expense vouchers 216
IOU from employee 10
Check of another employee made 

payable to Pixie Hospital 50

On June 16, the imprest amount of the petty cash fund was
reduced to $300. 
Required: (1) Prepare the necessary entries in general journal form
at June 1, 14, and 16. (2) Why do you think the imprest amount
of the petty cash fund was reduced on June 16?

P16.2. Plato Hospital decided to establish a petty cash fund on May 1 in
the imprest amount of $750. The following transactions relating
to the fund took place during May:

1. The fund was established on May 1.
2. The fund was replenished on May 15 at a time when the con-

tents of the fund were as follows:

Currency and coin $  42
Expense vouchers 681
Employee IOU 25

3. On May 16, it was decided to increase the imprest amount of
the fund to $1,000.

4. The fund was replenished on May 31 at a time when the con-
tents of the fund were as follows:

Currency and coin $173
Expense vouchers 837

Required: (1) Prepare general journal entries to record all the
petty cash transactions for May. (2) Assuming that the petty cash
fund was not reimbursed on May 31, prepare the necessary May 31
adjusting entry.

P16.3. Painless Hospital’s general ledger cash in bank account reports a
balance of $346,920 as of October 31. An examination of the
October bank statement in comparison with the cash records of
the hospital, however, discloses the following information:
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1. The October 31 balance per bank statement was $465,900.
2. A deposit in transit at October 31 was for $12,800.
3. Checks outstanding at October 31 totaled $89,300.
4. A patient’s NSF $5,100 check was returned by the bank with

the October statement.
5. Bank service charges for October were $120.
6. The bank inadvertently credited another of its depositors for

Painless Hospital’s October 26 bank deposit of $10,600.
7. Matured temporary investments of $50,000, plus interest of

$2,000, were collected and credited by the bank to the hospital’s
checking account on October 29.

8. A hospital employee journalized a properly drawn check for $700
as $7,000 on October 11 in settlement of an account payable.

Required: (1) Prepare a bank reconciliation at October 31 for Painless
Hospital. (2) Prepare the necessary adjusting entry at October 31.

P16.4. Parkway Hospital’s comparison of its cash records with its March
bank statement provides the following information:

Per Books Per Bank
1. Balances, 2/28 $14,755 $15,862

Receipts 15,431 17,495
Disbursements 13,744 16,087
Balances, 3/31 16,442 17,270

2. Deposits in transit totaled $1,375 at February 28 and $946 at
March 31. Checks outstanding were $2,482 at February 28 and
$1,949 at March 31.

3. Bank service charges on the March bank statement were $16.
4. An NSF $479 check of a Parkway Hospital patient was returned

by the bank with the March statement.
5. On March 30, the bank collected a Parkway Hospital patient’s

note to the hospital of $2,000 plus $40 interest. The bank cred-
ited the hospital for collection of the note and debited the hos-
pital $7 for the service provided.

6. A hospital bookkeeper on March 12 journalized a $487 deposit
as $847. This was a collection on a patient’s account.

7. On March 22, the bank charged the hospital’s account with a $300
check of another of the bank’s depositors. The bank has stated that
this mistake would be corrected on the April bank statement.

8. On March 27, one of the hospital’s bookkeepers journalized a
$10 check as $100. This check was issued in settlement of an
account payable.
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9. On March 29, the bank failed to give the hospital credit for a
$1,055 deposit of that date. When notified of the error on April 4,
the bank made a correction, to appear on the April bank statement.

Required: (1) Prepare a bank reconciliation at February 28. (2)
Prepare a bank reconciliation at March 31. (3) Prepare the required
March 31 adjusting entry.

P16.5. According to its books, Peerless Hospital has a cash balance of
$438,104 at June 30. The June bank statement, however, reports a
June 30 balance of $486,681. An investigation produces the 
following information:

1. The bank credited, in error, Peerless Hospital for a deposit of
$28,417 made by Peerless Hospital on June 22.

2. Bank service charges for June amounted to $27.
3. Outstanding checks at June 30 were $107,092.
4. A deposit of $39,865 was in transit at June 30.
5. The June bank statement shows a credit of $10,600 (including

$600 interest) representing the proceeds of a patient’s note col-
lected for the hospital by the bank.

6. The bank returned patients’ checks marked “not sufficient
funds” in the amount of $2,606.

7. Check number 1791 issued in payment of an account payable of
$200 was recorded in error by a hospital bookkeeper as $2,000
even though the check was drawn in the correct $200 amount.

Required: (1) Prepare a bank reconciliation at June 30. (2) Prepare
the necessary adjusting journal entry at June 30.

P16.6. Parson Hospital purchased $60,000 of U.S. government bonds at
face value and accrued interest on September 1, 20X1. These 8 per-
cent bonds pay interest semiannually on April 1 and October 1. Bro-
kerage and other acquisition costs totaled $94. The bonds mature on
April 1, 20X6, but the hospital intends to hold these securities as
short-term investments in its unrestricted fund. On January 1, 20X2,
the bonds are sold by the hospital at 103 percent and accrued inter-
est, with brokerage fees and other expenses of sale amounting to
$105. The hospital closes its books annually on December 31. 
Required: (1) Prepare, in general journal form, all necessary entries for
20X1 in connection with this investment. (2) Indicate how all matters
relating to this investment should be presented in the hospital’s 20X1
financial statements. (3) Prepare the necessary entry, in general jour-
nal form, to record the sale of the bonds on January 1, 20X2.
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P16.7. Potter Hospital purchased $75,000 of corporate bonds at face
value and accrued interest on August 1, 20X1, with brokerage and
other acquisition costs amounting to $88. These 6 percent bonds
pay interest semiannually on June 1 and December 1, and mature
on June 1, 20X5. The hospital intends to hold these bonds as a
temporary investment of its unrestricted fund. On January 1,
20X2, the bonds are sold by the hospital at 98 percent and accrued
interest, with brokerage fees and other expenses of sale amounting
to $73. Potter Hospital closes its books annually on December 31.
Required: (1) Prepare, in general journal form, all necessary
entries for 20X1 with respect to this investment. (2) Indicate how
all matters relating to this investment should be presented in the
hospital’s 20X1 financial statements. (3) Prepare the necessary
entry, in general journal form, to record the sale of the bonds on
January 1, 20X2.

P16.8. A patient gave Peppy Hospital a 9 percent, 90-day promissory note
on November 1, 20X1, in settlement of a $12,000 account with the
hospital. The hospital closes its books annually on December 31.
Required: (1) Prepare, in general journal form, all necessary entries
with respect to this note for 20X1 and 20X2. (2) Indicate how all
matters relating to this note should be presented in the hospital’s
20X1 financial statements.

P16.9. A patient gave Popover Hospital a 6 percent, 180-day promissory
note on October 1, 20X1, in settlement of an $8,000 account with
the hospital. The hospital discounted this note on November 1,
20X1, at a local bank whose discount rate is 9 percent. The hospi-
tal closes its books annually on December 31.
Required: (1) Prepare, in general journal form, all necessary entries
with respect to this note for 20X1 and 20X2. (2) Indicate how all
matters relating to this note should be presented in the hospital’s
20X1 financial statements. (3) Prepare, in general journal form, the
necessary entry at the maturity date of the note, assuming that the
note is dishonored by the patient and the bank makes a protest fee
charge of $22.

P16.10. Packer Hospital has $760,000 of accounts receivable as of Decem-
ber 31, 20X1. An aging schedule is prepared that indicates that
bad debts should be estimated in the amount of $58,000. Before
adjustment, however, the allowance for bad debts account has a
December 31, 20X1, credit balance of $3,700. During 20X2,
$64,800 of the 20X1 accounts receivable are written off as bad
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debts; the remainder of the accounts are collected. On December
31, 20X2, Packer Hospital has $827,000 of accounts receivable,
and an aging schedule is prepared that indicates that bad debts
should be estimated in the amount of $71,000. 
Required: (1) Make the necessary entry at December 31, 20X1, to
record the required provision for bad debts. (2) Make the necessary
summary entry to record the write off of uncollectible accounts in
20X2. (3) Make the necessary entry as of December 31, 20X2, to
record the required provision for bad debts. (4) Indicate the presenta-
tion of receivables in the hospital’s December 31, 20X2, balance sheet.

P16.11. During 20X1, Pirate Hospital charged patients’ accounts for a total
of $3,500,000. Its general ledger at December 31, 20X1 (the end
of the fiscal year), shows the following balances:

Patients’ accounts receivable $425,000 Dr.
Allowance for uncollectible 
accounts—bad debts 4,300 Cr.

Required: Prepare the necessary adjusting entries for estimated bad
debts assuming that the bad debts (1) are estimated at 1 percent of
charges, (2) are estimated at 6 percent of receivables, and (3) are
based on an aging of the receivables and are estimated at $31,900.

P16.12. Parker Hospital’s adjusted trial balance at December 31, 20X1,
included the following accounts:

Accounts receivable—patients $500,000 Dr.
Allowance for uncollectible accounts:

Bad debts 40,000 Cr.
Contractuals 50,000 Cr.
Charity service 20,000 Cr.

In 20X2, with respect to the 20X1 accounts receivable, write-offs
were made as follows: bad debts, $37,400; contractual adjust-
ments, $51,700; and charity service, $19,200. The remainder of
the 20X1 receivables were collected. Parker Hospital’s accounts
receivable at December 31, 20X2, were $600,000. Estimated
uncollectible accounts at that date were bad debts, 9 percent; con-
tractual adjustments, 11 percent; and charity service, 1 percent. 
Required: Prepare the receivables section of the hospital’s balance
sheet as of December 31, 20X2, and present all necessary compu-
tations of the amounts included in the presentation.
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17
CHAPTER

INVENTORIES AND CURRENT LIABILITIES

The first part of this chapter is concerned with accounting procedures per-
taining to the acquisition, usage, and valuation of hospital inventories.
Besides drugs and pharmaceuticals shelved in the pharmacy, the inventories
in a hospital include the foodstuffs located in dietary storerooms and numer-
ous other items ranging from the cleaning supplies used in housekeeping to
laboratory chemicals and radiological film. Although the inventory of the
hospital may not be of substantial size relative to other assets, the annual
usage of supplies is a significant cost element. Supply costs may represent as
much as 15 percent of total operating expenses. And, like cash, much of the
inventory is highly susceptible to theft. It also should be recognized that the
cost of maintaining an inventory—purchasing, receiving, storing, issuing,
and insuring—is substantial. Finally, it is necessary for accounting purposes
that proper determinations be made of the costs of supplies used and of the
costs of supplies remaining unused in the hospital inventory. Therefore, the
accountant should not underestimate the importance of adequate accounting
and internal control procedures with respect to inventories.

The second part of this chapter pulls together some of the previously
discussed materials dealing with current liabilities. Certain other related mat-
ters not covered before are also introduced from the context of a balance
sheet. The balance sheet classification of current liabilities, as you know,
includes a wide variety of debts representing goods and services purchased on
account, borrowings from banks, accruals for payrolls, payroll-related obliga-
tions, interest, and various other obligations. In fact, all cash disbursements
made by the hospital ordinarily must pass through current liability accounts
of one kind or another. These accounts consequently deserve a considerable
amount of accounting and managerial attention.

Inventories

The operations of a hospital enterprise require the purchase and use (or sale)
of a variety of goods and supplies. The purchasing and receiving functions
were discussed in Chapter 14, and now we turn to the problems of determin-
ing (1) the costs of supplies used (the debits to supplies expense accounts)
and (2) the costs of supplies unused and on hand (the valuation of the inven-
tory) for balance sheet purposes. These determinations require an inventory
accounting system and the adoption of an inventory valuation method.
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Most hospitals employ two different inventory accounting systems
concurrently. Certain types of supplies are accounted for by the periodic
inventory system; others are concurrently maintained on a perpetual inven-
tory basis. To illustrate the two systems, assume that we have the following
information for a particular supply item that we shall refer to as Item X:

Unit
Units Cost

April 1 Inventory 100 $6
15 Purchase 400 $6
20 Usage 350 $6

The month begins with $600 (that is, 100 units at $6 per unit) in the
inventory account. What entry is made on April 15 when 400 additional
units are purchased? What entry should be made on April 20 to record the
usage of 350 units? By what procedure is the inventory at April 30 deter-
mined? The last two questions would be much more difficult to answer if the
April 15 purchase were made at a unit cost other than $6, but we defer this
complication to a later point.

Periodic Inventory System
Under the periodic inventory system, no day-to-day record of supplies in
inventory is maintained in the accounting records. As supplies are purchased,
they may be charged either to inventory (the asset account) or directly to
expense. Assuming the latter, the April 15 entry is as follows:

Supplies expense 60200 $2,400
Accounts payable 20100 $2,400

Purchase of supplies:
$6 × 400 units = $2,400

Generally, the debit is made to a supplies expense account only if the
department that will use the supplies is known. Otherwise, the debit is made
to an inventory account.

Whether the above debit is made to supplies expense or to inventory, no
entry is made on April 20 when 350 units of these supplies are used in
departmental activities. At the end of April, then, the accounts would appear
as follows:

Inventory Supply Expense
600 $2,400

The inventory account shows the inventory balance at April 1, not
April 30. The supplies expense account indicates the cost of supplies pur-
chased, not the cost of supplies used. Both account balances are incorrect.

Debit to 
Expense at 

Time of 
Purchase, 

Not at Time 
of Use
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So, at April 30, either a physical inventory (actual count) must be taken or
an estimate must be made of the number of units in the month-end inven-
tory. In the absence of error or theft, this quantity will be found to be 150
units (100 units + 400 units – 350 units). Cost prices then are assigned to
these units, and the account balances are adjusted accordingly:

Inventory 10600 $300
Supplies expense 60200 $300

Increase in inventory and corresponding 
reduction in supplies expense

This entry adjusts the inventory to the proper April 30 balance of
$900 ($6 × 150 units) and reduces the supplies expense account balance to
$2,100 ($6 × 350 units).

If we assume that the April 15 purchase of 400 units was debited to
inventory rather than to supplies expense, the necessary April 30 adjusting
entry is as follows:

Supplies expense 60200 $2,100
Inventory 10600 $2,100

Cost of supplies used during April:
$6 x 350 units = $2,100

So, regardless of the debit made in the April 15 entry, we end April
with $900 in inventory and $2,100 in supplies expense.

The periodic inventory system has the advantage of simplicity; it is clerically
inexpensive. Because monthly physical inventory counts usually are not
practical (and accurate monthly inventory estimates may not be available),
however, the account balances may be somewhat distorted until actual
counts and appropriate adjustments can be made. The degree of misstate-
ment usually is not serious for interim reporting purposes, but physical
inventories must be taken at least once each year, generally at the end of
the fiscal period. The major disadvantage of the periodic inventory system
is that the accounting records do not provide a means for control. The
physical inventory indicates what the inventory is, of course, but the
accounting records do not indicate what the inventory should be. Signifi-
cant shortages therefore may go undetected.

Perpetual Inventory System
Under the perpetual inventory system, records are maintained to provide a
continuous record of supplies purchased, used, and on hand. Supplies
accounted for on this basis are always charged to inventory accounts when
purchased. The necessary April 15 entry is as follows:

Adjusting 
the Periodic 
Inventory
Accounts

Advantages and
Disadvantages
of Periodic
Inventory 
System
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Inventory 10600 $2,400
Accounts payable 20100 $2,400

Purchase of 400 units of supplies 
at $6 per unit

An entry is also made in subsidiary inventory ledger records to reflect
this inventory acquisition, increasing the inventory balance to 500 units hav-
ing a total cost of $3,000 (the April 1 inventory of 100 units at $6 each plus
the April 15 purchase of 400 units at $6 each). Perpetual inventory ledger
cards, such as the one illustrated in Figure 17.1, may be used, or inventory
subsidiary records may be maintained by computer. Whatever the means
employed, a continuous record is maintained of the units (with unit costs)
received, issued, and remaining on hand.

As the supplies are required by departments for use in day-to-day activities,
stores requisition forms (see Figure 17.2) are executed. The forms provide a
record of the quantities and costs of supplies used by the various departments
of the hospital. Copies of these forms are routed to the accounting depart-
ment, where they serve as the basis for entries debiting the supplies expense
accounts and crediting the inventory accounts. The April 20 entry, for example,
is as follows:

Supplies expense 60200 $2,100
Inventory 10600 $2,100

Requisition from inventory of 
350 units of supplies that cost 
$6 per unit

An entry also is made in the subsidiary ledger records to reflect a
reduction of 350 units in the inventory, thus lowering the inventory balance
to 150 units of this supply item. These subsidiary ledger records may be kept
in terms of quantities only, unit costs only, or in both quantities and costs, as
illustrated in Figure 17.1.

At least once each year, a physical inventory is taken and the perpetual
records are adjusted, if necessary, to reflect the actual count. The main point
is that the perpetual inventory ledger, in the absence of accounting errors,
indicates precisely what the inventory should be at any time.

The choice of inventory system depends mainly on the characteristics of 
particular supply items. If the dollar value of annual usage is substantial, if the
supplies have a high unit cost and are susceptible to theft, or if the supplies are
directly billable to patients, then the perpetual inventory system is often desir-
able. The perpetual system provides continuous control over the inventory,

Perpetual
Inventory 

System Forms

Adjusting the
Perpetual
Inventory
Accounts

Advantages and
Disadvantages

of Perpetual
Inventory 

System
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because information is immediately available as to inventory levels. Purchas-
ing is facilitated, the adequacy of supplies on hand is more likely, and short-
ages are readily identified. Perpetual records also are useful for maintaining
adequate insurance coverage and for documentation of losses. Because it is a
costly system to administer, however, careful studies should be made to
determine whether the benefits derived from perpetual records exceed the
costs of installing and maintaining them.

Inventory Valuation Methods

The preceding example assumed a single unit cost of supplies. In actual
practice, however, supplies typically are purchased during a given time
period at different unit costs. A problem therefore arises in determining
which unit costs relate to the supply items that have been used during the
period and which apply to the units remaining in inventory at the end of
the period. These determinations are important because of their direct
effect on the hospital’s reported operating expenses and excess of revenues
over expenses, as well as on the balance sheet valuation of the end-of-
period inventory.

As a basis for subsequent illustrations, let us assume the following data
concerning a particular supply item:

FIGURE 17.1
Perpetual
Inventory
Ledger Card

1

2

3

4

VENDOR VENDOR DATE MAXIMUM MINIMUM

ORDERED RECEIVED ISSUED BALANCE ON HAND
DATE ORDER VENDOR
20 NO. NO. QUANTITY

LOCATION

DESCRIPTION

ITEM STOCK NO.

UNIT

DATE ORDER
20 NO. QUANTITY PRICE AMOUNT

DATE ORDER
20 NO. QUANTITY PRICE AMOUNT QUANTITY PRICE AMOUNT
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Cost 
Units Unit Total

May 1 Inventory 200 $2.00 $   400
5 Purchase 400 2.50 1,000
10 Usage 300
15 Purchase 500 3.00 1,500
20 Usage 600
25 Purchase 100 3.50 350

$3,250

The month begins with an inventory of 200 units that cost $2 each.
During the month of May, a total of 1,000 more units were purchased at
steadily increasing prices, and, because 900 units were used during the
month, the May 31 inventory consists of 300 units. In this illustration, the
total cost of the opening inventory and purchases is $3,250. What part of this
total cost is the cost of supplies used during the month? What part should be
assigned to the 300 units remaining in the month-end inventory? There are
several different possible answers to these questions, depending on the inven-
tory valuation method that is adopted by the hospital.

Specific Identification
It may be feasible to make a specific identification of unit purchase costs with
individual items of inventory. Where the inventory items are packaged or are

FIGURE 17.2
Stores 

(Inventory) 
Requisition 

Form

STORES REQUISITION

DEPARTMENT DATE 20

FLOOR OR DIVISION DATE REQUIRED 20
QUANTITY

DESCRIPTION OF SUPPLIES NEEDED
TO BE USED IF PERPETUAL INVENTORIES ARE KEPT

PRICE PER AMOUNT ACCT. NO.WANTED DELIVERED

REQUESTED BY

SEND ORIGINAL TO STORE ROOM CLERK. DUPLICATE IS RETAINED BY DEPARTMENT HEAD.

APPROVED BY

REQUISITION NO.
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in containers of some kind, the packages or cartons may be crayon-marked or
tagged in some manner to show actual unit costs. Then, as items are issued
from inventory to departments, the stores requisition forms can be com-
pleted to indicate the specifically identified unit costs. When the annual phys-
ical inventory is taken, the marked containers will provide the necessary unit
figures for the costing of the units in the inventory. Figure 17.3 illustrates the
type of form sometimes used to take the physical inventory and to assign
costs to the units counted.

The specific identification method, however, is generally impractical, if
not impossible, to apply. This is because of the multiplicity of products in
hospital inventories and because the marking of unit costs on each item either
is not feasible or is too labor-costly. It therefore is necessary to turn to some
assumed flow of inventory units or costs. Some generally accepted assump-
tions are (1) weighted-average; (2) first-in, first-out; and (3) last-in, first-out.
Different assumptions may be made for different classifications of inventory;
the same assumption need not be applied to all supply items in the inventory.

Weighted-Average Costing
Weighted-average costing assumes that the units issued from inventory are
drawn more or less equally from each acquisition of supplies. It is not neces-
sary, however, that the actual physical flow of the units in inventory corre-
spond with this assumption.

If the periodic inventory system is employed, a weighted average cost for the
month of May would be computed as indicated in Figure 17.4. This compu-
tation, which is made at the end of the month, indicates that the weighted-
average cost per unit was $2.71 (rounded to the nearest cent). The May 31
inventory is therefore valued at $813 ($2.71 × 300 units). This leaves $2,437
($3,250 – $813) as the cost of supplies used during the month.

The necessary May 31 journal entry, assuming that the month’s pur-
chases were debited to the inventory account, is as follows:

Supplies expense 60200 $2,437
Inventory 10600 $2,437

Cost of supplies used during May, 
under the weighted-average cost 
method (periodic inventory system)

The credit in this entry reduces the inventory account balance from
$3,250 ($400 + $1,000 + $1,500 + $350) to $813. Had purchases been
debited to supplies expense, the month-end adjustment would have been a
debit to inventory and a credit to supplies expense for $413.

Computing the
Weighted-
Average Cost
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If the perpetual inventory system is employed but the cost of units issued is
recorded only at the end of each month or other convenient period, the com-
putation of the weighted-average cost can be the same as shown in Figure
17.4. On the other hand, it may be desirable to compute and record costs as
supplies are issued from the inventory. This requires the computation of a
new weighted-average cost after each purchase of supplies at a unit cost dif-
ferent from the current average cost of the inventory. In other words, a
“moving” weighted-average cost is computed. Figure 17.5 shows how this
computation might appear on an inventory ledger card.

FIGURE 17.3
Physical 

Inventory
Record

DEPARTMENT Location

Called by Entered by Priced by Extended by Verified by

INVENTORY

DESCRIPTION QUANTITY PRICE UNIT EXTENSION

DATE 20 Sheet No.

3

Computing 
the Moving
Weighted-

Average Cost

May 1 Inventory $2.00 × 200 units = $   400
5 Purchase $2.50 × 400 units  = 1,000
15 Purchase $3.00 × 500 units  = 1,500
25 Purchase $3.50 × 100 units  = 350

Totals 1,200 $3,250

Weighted-average cost ($3,250 ÷ 1,200 units) = $  2.71

FIGURE 17.4
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Thus, a new weighted-average cost is determined after each additional
purchase. After the purchase of May 5, for instance, the recomputed average
cost is $2.33, determined by a division of $1,400 by 600 units. As a result,
the cost of supplies used is computed to be $2,350 (compared to $2,437
under the periodic inventory system), and the ending inventory is $900
(compared to $813 under the periodic inventory system).

First-In, First-Out Costing
The first-in, first-out (FIFO) costing method assumes that the supplies issued
from inventory are pulled from the oldest stock. This means that the remain-
ing units in inventory are valued in terms of the most recently incurred costs
(last-in, still-here, or LISH). The assumption appears logical in that some
effort usually is made to issue the oldest stock first. Nevertheless, the actual
physical flow of the units need not conform with the underlying FIFO
assumption for this method to be acceptable.

If the periodic inventory system is used, the 300-unit inventory at 
May 31 would be valued as follows:

100 units × $3.50 = $350 (most recent purchase)
200 units × $3.00 = 600 (from next most recent purchase)
300 units $950 May 31 inventory valuation

Because the ending inventory is composed of the most recently
incurred costs, the cost assigned to supplies used during the month is $2,300
($3,250 – $950), the “oldest” costs.

If the perpetual inventory system is used in conjunction with FIFO costing,
the same results as noted above are obtained. The procedure is illustrated in
Figure 17.6 as it might appear on a subsidiary inventory ledger card. This
allows the cost of supplies used to be determined at the time of issuance from
inventory rather than only at the end of the month or year.

Purchases Issues Balance
Cost Cost Cost

Date Units Unit Total Units Unit Total Units Unit Total

May 1 200 $2.00 $  400
5 400 $2.50 $1,000 600 2.33 1,400
10 300 $2.33 $   700 300 2.33 700
15 500 3.00 1,500 800 2.75 2,200
20 600 2.75 1,650 200 2.75 550
25 100 3.50 350 300 3.00 900

Cost of supplies used  $2,350

FIGURE 17.5
Computation
of Weighted-
Average Cost
Perpetual
Inventory 
System

Determining
Costs at Time
of Inventory
Issuance
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Last-In, First-Out Costing
The last-in, first-out (LIFO) method of inventory valuation assumes that the
supplies issued from inventory are drawn from the most recently purchased
stock; the units are charged out of inventory at the most recently incurred
costs. This means that the ending inventory will be stated in terms of the ear-
liest (oldest) costs experienced (first-in, still-here, or FISH). It may be some-
what difficult to imagine a hospital supplies situation in which there would
actually be a LIFO flow of physical units, but you must remember that the
physical flow need not conform to the LIFO assumption for the use of the
method to be acceptable. The LIFO procedure is really based on an assumed
flow of costs rather than of units.

If the periodic inventory system is used, the physical inventory of 300
units at May 31 would have a cost computed as follows:

200 units × $2.00 = $400 (earliest costs; May 1 inventory) 
100 units × $2.50 = 250 (next earliest costs; May 5 purchase)
300 $650 May 31 inventory valuation

Because the May 31 inventory is composed of the earliest costs
incurred, the cost of supplies issued during the month consists of the most
recently incurred costs, or $2,600 ($3,250 – $650). Again, although it is
unlikely that the oldest physical units comprise the inventory at May 31, the
LIFO method’s validity does not depend on the actual physical flow of the
units of inventory.

Purchases Issues Balance
Cost Cost Cost

Date Units Unit Total Units Unit Total Units Unit Total

May 1 200 $2.00 $400
5 400 $2.50 $1,000 200 2.00 400

400 2.50 1,000
10 200 $2.00 $   400 

100 2.50 250 300 2.50 750   
15 500 3.00 1,500 300 2.50 750

500 3.00 1,500
20 300 2.50 750 

300 3.00 900 200 3.00 600
25 100 3.50 350 200 3.00 900

100 3.50 350

Cost of supplies used    $2,300

FIGURE 17.6
Computation
of FIFO Cost
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If the perpetual inventory system is employed in conjunction with the LIFO
method, the required procedure is illustrated in Figure 17.7 as it may appear
on a subsidiary inventory ledger card. As indicated, the perpetual LIFO cost
of supplies used is $2,500 and the May 31 inventory is $750 ($400 + $350),
while the periodic LIFO figures were $2,600 and $650. It should be noted
that the periodic and perpetual inventory systems ordinarily do not produce
the same results when the LIFO method is employed; they do produce the
same results, however, when the FIFO method is used.

Conclusions About Costing Methods
The hospital management has a choice among the inventory costing meth-
ods in most instances. Which method should be adopted? The method
should, of course, be theoretically sound and clerically feasible. Considera-
tion also should be given to the probable effect of the method on the
reported results of operations and financial position. The implications of each
method for third-party cost reimbursement contracts and tax status (for for-
profit healthcare organizations) also may be important.

Figure 17.8 summarizes the results obtained by the use of FIFO,
LIFO, and weighted-average costing (the three most widely used methods),
assuming the perpetual inventory system. This illustration reveals that, in a
period of rising prices, the LIFO method produces the highest operating
expenses and the lowest inventory valuation. FIFO produces the opposite
results. Weighted-average costing will provide results somewhere between
those obtained from FIFO and LIFO.

Results Differ
with LIFO
Under 
Perpetual and
Periodic 
Systems

Purchases Issues Balance
Cost Cost Cost

Date Units Unit Total Units Unit Total Units Unit Total

May 1 200 $2.00 $ 400
5 400 $2.50 $1,000 200 2.00 400

400 2.50 1,000
10 300 $2.50 $750 200 2.00 400

100 2.50 250  
15 500 3.00 1,500 200 2.00 400

100 2.50 250
500 3.00 1,500

20 500 3.00 1,500 
100 2.50 250 200 2.00 400

25 100 3.50 350 200 2.00 400
100 3.50 350

Cost of supplies used     $2,500

FIGURE 17.7
Computation
of LIFO Cost
Perpetual
Inventory 
System
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Internal Control
Internal controls over the purchase and receipt of supplies for inventory were
discussed in Chapter 14. Once supplies are acquired, the initial internal con-
trol objective is largely that of protecting the inventory items from theft,
damage, waste, and obsolescence, as they remain in storage and then are con-
sumed in hospital operations. A major requirement is the assignment of
responsibility to specific employees for management of inventories at each
location in the hospital. The number of such locations should be minimized
so that centralized control may be better achieved.

The storage areas should be kept clean, adequately lighted, and
locked, with access limited strictly to authorized employees. Supplies should
be released from the storerooms only on presentation of properly executed
inventory requisition forms. Listings of approved authorization signatures
should be issued by administration and reviewed periodically. Maximum-
minimum controls (often called par levels) should be devised that permit
inventories to be maintained in amounts that are neither inadequate nor
excessive. Where perpetual inventory records are kept, these records should
be reconciled with physical inventories taken at least annually.

Current Liabilities

The traditional working definition of current liabilities commonly employed
identifies them as obligations that mature and normally will be paid within
approximately one year from the balance sheet date. Included in the current
liability classification are notes payable, accounts payable, current maturities
of long-term debt, accrued liabilities for expenses and other items, and
deferred revenues.

Notes Payable
Notes payable are obligations in the form of promissory notes issued to trade
creditors for the purchase of goods and services, to banks for loans of a 

Costing Method
FIFO Average LIFO

Inventory, 5/1 $   400 $  400 $  400
Purchases 2,850 2,850 2,850
Total 3,250 3,250 3,250
Less inventory, 5/31 950 900 750
Cost of supplies used in May $2,300 $2,350  $2,500

FIGURE 17.8
Inventory 

System
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short-term character, and to other organizations. Whereas accounts payable
generally fall due within a month, notes may be outstanding for 90, 180, or
more days from the balance sheet date. This requires, for interim reporting
purposes, the accrual of interest expense on a monthly basis.

To illustrate the accounting procedures involved, assume that a hospi-
tal issues its 90-day, 10 percent note for $36,000 to a local bank on August
1, 20X1. The interest on this note is $900 ($36,000 × 10 percent × [90 days
÷ 360 days]). The maturity date of the note is October 30, 20X1. All neces-
sary entries for the 90-day term of the note are summarized in Figure 17.9.

In some instances, local banking practices may dictate that interest on loans
be deducted in advance from the loan proceeds. This, in effect, means that
the hospital is prepaying the interest expense. If that were the case for this
loan, the proceeds would be only $35,100 ($36,000 – $900), and the $900
would be accounted for as prepaid interest expense, as illustrated in Figure
17.10. It should be noted here that the hospital is paying $900 interest for
the use of $35,100 for 90 days; so the effective (true) rate of interest is actu-
ally higher than the 10 percent rate quoted by the bank.

Accounts Payable
Trade accounts payable originate from the purchase of supplies and services on
account. In many such purchases, a cash discount is allowed to the hospital if
the related invoices are paid within a specified period of time. It is important,
therefore, that the accounting system provide assurance that invoices are paid,
whenever possible, within the discount period. It can be a costly omission to
fail to take these discounts. (It should be noted that trade discounts, which
may be obtained from a supplier because of large-volume buying or other rea-
sons, are always considered a reduction in cost. Only the billed price, net of
any trade discount, should be recorded in the hospital’s accounts.)

To illustrate, assume that the hospital purchases $5,000 of supplies on account,
with terms of 2/10, net 30, on October 31. This means that, if the invoice is
paid within ten days (by November 10), a 2 percent cash discount can be taken
by the hospital. The discount would amount to $100 (2 percent of $5,000),
and a payment of only $4,900 ($5,000 – $100) would be required. If the hos-
pital does not pay the invoice within 10 days, however, the supplier must be
paid the full $5,000 within 30 days. So, if the hospital waits until, say, 
November 30 to pay the invoice, it is in effect paying an additional $100 (or 
2 percent) for delaying its payment for 20 days. Because there are roughly 
18 periods of 20 days in a year, missing the discount would be the equivalent
of paying 36 percent interest (18 periods × 2 percent) per year on purchases.

The procedure described in earlier chapters is indicated by the follow-
ing journal entries:

Prepaid Loan
Expenses

Purchase 
Discounts
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Voucher Register
10/31 Supplies expense 60200 $5,000

Accounts payable 20100 $5,000
Voucher for purchase of 
supplies on account

Cash Disbursements Journal
11/10 Accounts payable 20100 $5,000

Purchase discounts earned $    100
Cash—general checking 
account 10110 4,900

Check issued in payment of 
voucher

Cash Receipts Journal
8/1 Cash—general checking account 10110 $36,000

Notes payable 20200 $36,000
Issuance of 90-day, 10% note 
to a local bank for a short-term loan 
of $36,000

General Journal
8/31 Interest expense 60800 $     300

Accrued interest payable 10300 $     300
Accrual of interest expense on note 
for August: $36,000 × 10% ×
(30 days ÷ 360 days)

General Journal
9/30 Interest expense 60800 $     300

Accrued interest payable 20300 $     300
Accrual of interest expense on 
note for September

Voucher Register
10/30 Interest expense 60800 $     300

Accrued interest payable 10300 600
Notes payable 20200 36,000

Accounts payable 20100 $36,900
Issuance of voucher for payment 
of note and interest to maturity date

Cash Disbursements Journal
10/30 Accounts payable 20100 $36,900

Cash—general checking account 10110 $36,900
Issuance of check in payment 
of note and interest

FIGURE 17.9
Accounting for
Notes Payable

Interest Not
Prepaid
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Notice here that purchase discounts are recorded only when taken,
and they are treated as other operating income. If we can assume that all
available discount opportunities will be taken, this procedure has a num-
ber of weaknesses. First, the voucher register entry overstates both the
cost of the supplies and the amount of the liability. Second, income is not
earned by purchasing. Third, if the discount is missed, no recognition is
given to the discount lost in the accounting records. That is, the cash dis-
bursements journal entry would be simply a debit to accounts payable and
a credit to cash for $5,000.

Cash Receipts Journal
8/1 Cash—general checking account 10110 $35,100

Prepaid interest 900
Notes payable 10900 $36,000

Issuance of 90-day, 10% note to a 
local bank for a short-term loan of 
$36,000, with interest prepaid

General Journal
8/31 Interest expense 60800 $    300

Prepaid interest 10900 $     300
Recognition of interest expense 
on note for August ($900 × 1/3)

General Journal
9/30 Interest expense 60800 $     300

Prepaid interest 10900 $     300
Recognition of interest expense 
on note for September

Voucher Register
10/30 Interest expense 60800 $     300

Notes payable 20200 36,000
Prepaid interest expense $     300
Accounts payable 36,000

Issuance of voucher for payment of 
note and to recognize interest 
expense for October

Cash Disbursements Journal
10/30 Accounts payable 20100 $36,000

Cash—general checking account 10110 $36,000
Issuance of check in payment of note

FIGURE 17.10
Accounting for
Notes Payable
Interest Prepaid
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An alternative procedure designed to overcome the weaknesses of the
system is indicated by the following entries:

Voucher Register
10/31 Supplies expense 60200 $4,900

Accounts payable 20100 $4,900
Voucher (net of discount) 
for purchase of supplies 
on account

Cash Disbursements Journal
11/10 Accounts payable 20100 $4,900

Cash—general 
checking account 10110 $4,900

Check issued in payment 
of voucher

In this way, the supplies and the related liability are recorded at the
amount that the hospital should pay; no discount earned is recorded if the
invoice is paid on time. If the discount is missed, however, the payment entry
will be as follows:

Cash Disbursements Journal
11/10 Accounts payable 20100 $4,900

Purchase discounts lost 61000 100
Cash—general 
checking account 10110 $5,000

Check issued in payment of 
voucher after discount 
period has elapsed

Here, the use of the purchase discounts lost account (which is
treated as a financial expense) points up an inefficiency in the hospital’s
processing of its accounts payable. Thus, management’s attention is drawn
to a situation that requires corrective action. Management should be more
interested in the amount of purchase discounts lost than in the amount of
discounts taken.

Current Maturities of Long-Term Liabilities
Mortgages, bonds, and other long-term obligations of the hospital should
be reported as current liabilities to the extent that they are to be paid
within one year from resources classified as current assets. In many
instances, such as with mortgage notes and bonds that mature in annual
installments, a portion of the total obligation is presented as a current 
liability, and the balance of the debt remains in the long-term liability 

Recording 
Supplies at the

Amount the 
Hospital 

Should Pay
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classification. Assume, for example, that a hospital issues $5 million of bonds
on January 1, 20X1, and that $500,000 of this bond issue matures each year
for ten years, beginning January 1, 20X2. The December 31, 20X1, balance
sheet therefore should report $500,000 among the current liabilities and 
$4.5 million as long-term debt.

Accrued Liabilities
Accrued liabilities are obligations that arise as a result of past transactions—
usually ones involving contractual commitments and tax legislation. Included
in this balance sheet classification are accrued salaries and wages payable, pay-
roll withholdings and tax accruals, and various expense items such as interest
and rent. Because of their materiality, accrued payroll and payroll-related 
liabilities typically are reported separately from other accrued liabilities.
Accounting procedures for these liabilities were discussed in several earlier
chapters, particularly Chapters 5 and 13.

Deferred Revenues
Hospitals sometimes receive cash advances from patients, third-party pay-
ers, and others for services that are to be provided in the future. Prepay-
ments of this kind, which include patients’ admission deposits, advances
from third-party reimbursement agencies, and tuition, rent, and interest
received in advance, are recorded as liabilities when they are received. If
the provision of such future services will involve significant costs to be
financed from the hospital’s current resources, these advances are properly
classified as current liabilities.

It sometimes has been the practice to report all deferred revenues in a balance
sheet classification separately located between current liabilities and long-
term liabilities. This practice, however, should be avoided. Deferred revenues
should be identified as either current or long-term liabilities and be reported
in the balance sheet accordingly.

Internal Control
The key to effective internal control over liabilities lies in (1) an appropriate
authorization of purchase, borrowing, payroll, or other transactions giving
rise to liabilities, and (2) an accurate determination of the amounts in which
such liabilities are recorded. The voucher system employed should require
that authorizations and approvals be fully evidenced in writing before any lia-
bilities are recorded and before disbursements are made to discharge them.
Appropriate subsidiary ledger records should be maintained by employees
who are independent of the general ledger accounting function. These
detailed records should be reconciled with the related general ledger control
accounts on a regular basis.

Preferred 
Balance Sheet
Listing of
Deferred 
Revenues
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Questions

Q17.1. Indicate some of the major requirements for a good system of
internal control over hospital inventories.

Q17.2. Distinguish between the periodic inventory system and the
perpetual inventory system. What are the advantages and dis-
advantages of each system? Which system should be used by
hospitals?

Q17.3. Indicate the reasons that a considerable amount of importance
should be assigned to inventory accounting and management in
a hospital.

Q17.4. Distinguish between the FIFO and LIFO inventory costing
methods. In a period of rising prices, which method would tend
to result in the recording of the highest costs for supplies used?
In a period of rising prices, which method would tend to result
in the highest end-of-period inventory?

Q17.5. Quiet Hospital had a 20X1 excess of revenues over expenses of
$164,000. The cost of supplies used during the year totaled
$713,000. The hospital’s inventory of supplies increased by
$27,000, and accounts payable to suppliers increased by $39,400
during the 20X1 year. What was the amount of cash payments to
suppliers during 20X1?

Q17.6. Because of an error, Quest Hospital’s December 31, 20X1,
inventory was understated by $19,000. What is the effect of this
error on the hospital’s reported excess of revenues over expenses
for 20X1 and its balance sheet at December 31, 20X1? What
effect, if any, will this error have on the hospital’s 20X2 excess of
revenues over expenses?

Q17.7. Define current liabilities. Give six examples of accounts that are
reported in the current liability section of the hospital’s balance
sheet.

Q17.8. What are the financial consequences of a continued failure to
take advantage of cash discount opportunities in the payment of
accounts payable?

Q17.9. Quaint Hospital purchased supplies on account and paid the
related invoice within the specified discount period. The follow-
ing entries were made:

Supplies expense $3,000
Accounts payable $3,000

Accounts payable $3,000
Purchase discounts $60
Cash—general checking account 2,940
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From a theoretical and practical point of view, what is wrong
with these entries? Briefly explain the alternative “discounts lost”
procedure.

Q17.10. What are some of the major features of a satisfactory system of
internal control over hospital liabilities?

Exercises

E17.1. Quitt Hospital provides you with the following information relating
to its activities for January:

Accounts payable to suppliers, 1/1 $ 10,000
Inventory, 1/1 14,000
Payments on accounts payable to suppliers 80,000
Revenues 335,000
Inventory, 1/31 17,000
Accounts payable to suppliers, 1/31 15,000
Operating expenses 
(excluding cost of supplies used) 233,000

Required: What amount should the hospital’s January statement of
operations report as excess of revenues over expenses?

E17.2. Quirk Hospital made inventory errors as follows: 

• December 31, 20X1 inventory overstated by $400 
• December 31, 20X1 inventory understated by $100

Required: (1) By what amount was the hospital’s 20X2 excess of
revenues over expenses overstated or understated due to these
errors? (2) By what amount were the hospital’s net assets (fund bal-
ance) overstated or understated at December 31, 20X2 due to
these errors?

E17.3. Quark Hospital issues its 12 percent, 90-day, $100,000 promissory
note to a local bank to obtain a short-term loan on April 1. Interest
was not prepaid.
Required: Prepare, in general journal form, the necessary entry on
June 30 to record payment of the note and interest.

E17.4. Answer the following multiple-choice questions:

1. The use of a discounts lost account indicates that the recorded
cost of a purchased inventory item is its
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a. Invoice price.
b. Invoice price plus the purchase discount lost.
c. Invoice price less the discount taken.
d. Invoice price less the discount allowable, whether or not 

it is taken.
2. A hospital has been using the FIFO method of inventory valua-

tion for 15 years. Its inventory at the end of the 15th year was
$26,000, but it would have been $15,000 if LIFO had been
used. Thus, if LIFO had been used during the 15-year period,
the hospital’s excess of revenues over expenses would have been
a. $11,000 less over the 15-year period.
b. $11,000 greater over the 15-year period.
c. $11,000 less for the 15th year.
d. $11,000 greater for the 15th year.

3. A hospital’s inventory valuation in its balance sheet was lower using
FIFO than LIFO. Assuming no beginning inventory, in what
direction did the unit cost of purchases move during the period?
a. Up.
b. Down.
c. No change.
d. Cannot be determined from the information given.

4. The September 30 physical inventory of a hospital properly
included $13,000 of supplies that were not recorded as pur-
chases until October. What effect will this error have on Septem-
ber 30 assets, liabilities, net assets (fund balance), and excess of
revenues over expenses for the year then ended, respectively?
a. No effect; overstate; understate; understate.
b. No effect; understate; understate; overstate.
c. Understate; no effect; overstate; overstate.
d. No effect; understate; overstate; overstate.

Problems

P17.1. Quick Hospital provides you with the following information for a
single supply item purchased and used in its radiology department:

Unit
Units Cost

May 1 Inventory 400 $7
8 Usage 300
15 Purchase 200 $8
22 Purchase 200 $9
27 Usage 200
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Required: Compute the cost of supplies used in May, assuming (1)
periodic LIFO costing, (2) perpetual LIFO costing, (3) periodic
FIFO costing, and (4) periodic weighted-average costing.

P17.2. Given the following data relating to a single billable supply item pur-
chased and sold by Quack Hospital:

Cost
Units Per Unit Total

Inventory, 10/1 200 $1.00 $ 200
Purchases:

10/5 200 2.00 400
10/15 400 3.00 1,200
10/25 200 4.50 900

Sales:
10/10 300
October 20 400

Required: Compute the cost of supplies sold to patients during
October and the inventory valuation at October 31, assuming the
following:

1. Periodic inventory system
a. Weighted-average costing
b. FIFO costing
c. LIFO costing

2. Perpetual inventory system
a. Weighted-average costing
b. FIFO costing
c. LIFO costing

P17.3. Queen Hospital began operating a new department on April 1. This
department purchased and issued a single supply item as follows:

Unit
Units Cost

April 1 Purchased 500 $5
5 Issued 300
10 Purchased 200 $6
15 Purchased 300 $7
25 Issued 400

Required: Assuming that this supply item is billed to patients at 
$10 per unit, compute the gross profit made by this department
during April if the department uses (1) a perpetual FIFO costing
method or (2) a perpetual LIFO costing method.
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P17.4. Quip Hospital issues its 90-day, 10 percent note to a local bank for
a short-term loan of $48,000 on September 1, 20X1. Interest on
the note was not deducted in advance. The hospital’s fiscal year
ends on September 30.
Required: Prepare, in general journal form, all necessary entries for
20X1 in connection with this note.

P17.5. Quinn Hospital issues its 120-day, 12 percent note to a local bank
for a short-term loan of $75,000 on October 1, 20X1. Interest on
the note was deducted in advance. The hospital’s fiscal year ends on
December 31.
Required: Prepare, in general journal form, all necessary entries for
20X1 and 20X2 in connection with this note.

P17.6. Quaker Hospital provides you with the following information
about the purchase and usage of one of its billable supply items:

Cost
Units Per Unit Total

June 1 Inventory 300 $4.00 $1,200
5 Purchase 500 4.60  2,300
10 Usage 400
15 Purchase 450 5.20 2,340
20 Usage 550
27 Purchase 200 5.50 1,100

This supply item is billed to patients at $8.00 per unit.
Required: Assume that Quaker Hospital employs the perpetual
LIFO system of accounting for this supply item. (1) Prepare an
inventory ledger card for the month of June. (2) Prepare, in gen-
eral journal form, all necessary entries for the month of June. (3)
Assume that the physical inventory at June 30 indicates that 480
units are on hand in the inventory. What adjusting entry, if any,
would you suggest?
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18
CHAPTER

PLANT ASSETS AND DEPRECIATION

A hospital’s plant assets consist of land, land improvements, buildings, and
equipment. Other descriptive terms such as fixed assets, capital assets, and tan-
gible assets also are often used as synonyms for this classification of resources.
In any event, these assets are not intended for sale in the normal course of
business but are held for use over a period of years in the provision of hospi-
tal services. Except for land, plant assets deteriorate with use and the passage
of time; they eventually wear out. This “wearing out” process, as you already
know, is recognized in accounting through depreciation, the rational and sys-
tematic allocation of the cost of plant assets to expense over their useful lives.

Previous chapters gave only minimum attention to the problems of
accounting for plant assets and depreciation. We should now explore in some
detail the accounting concepts and procedures employed by hospitals in
recording the acquisition, depreciation, and disposal of plant properties. These
are matters of considerable significance, because it is not at all unusual to find
a very large portion of a hospital’s assets invested in land, buildings, and
equipment. Developing and maintaining adequate records of these long-lived
and costly assets clearly must be one of the imperatives of hospital accounting.

Plant assets are usually defined by two criteria: the cost and useful life
of the asset. Every hospital has its own policy regarding plant assets, but in
general, the asset should have a cost of at least $500 (many hospitals use
$1,000 or $2,500) and a useful life greater than one year. Since 1998, the
Medicare program has allowed hospitals to set the capitalization minimum as
high as $5,000. Anything acquired for less than the minimum stated in the
hospital policy will be expensed.

Acquisition of Plant Assets

Hospitals generally acquire plant assets either by purchase or by donation. A
purchase of plant assets should result only from a budgetary process and a
carefully constructed program of capital expenditures. The amounts that can
be spent for this purpose are limited, and the available funds must be 
allocated in the most effective manner consistent with the long-range objec-
tives of the hospital. This program should also include an ongoing effort to
secure plant assets by donation so that donors are encouraged to contribute
in a form and manner best suited to the hospital’s real needs. All plant asset

      



HFMA’s Introduction to Hospital  Accounting342

acquisitions, whether by purchase or by donation, should also require the
approval of the governing board of the hospital.

As plant assets are acquired, appropriate accounting records should be
established. This requires a proper account classification of the assets and an
accurate determination of their “cost.” In addition to the general ledger
record, a suitable subsidiary ledger record also must be maintained for
accounting and internal control purposes.

Classification of Plant Assets
Hospital plant assets, with the related accumulated depreciation accounts,
traditionally have been classified in the following manner:

Account
Numbers

12000 Land
12050 Land improvements
12100 Accumulated depreciation—land improvements
13000 Buildings and building improvements
13100 Accumulated depreciation—buildings and building improvements
14000 Fixed equipment
14100 Accumulated depreciation—fixed equipment
14200 Major movable equipment
14300 Accumulated depreciation—major movable equipment
14400 Minor equipment
14500 Accumulated depreciation—minor equipment

This classification, or some variation of it, probably is employed by a
majority of hospitals. Let us briefly examine the nature and content of each
of the six primary asset accounts.

The land account includes the cost of earth surface owned by the hospital
and used in the ordinary course of hospital operations. It includes all land
used for building sites, yards and grounds, and parking areas. Land acquired
for future expansion and not currently in use should not be included in the
land account but should be reported among the long-term investments in the
hospital’s balance sheet. Because land does not deteriorate with use or the
passage of time, it is not subject to depreciation.

Land improvements consist of the cost of on-site water and sewer systems,
fencing and walls, sidewalks, shrubbery and trees, and paving of roadways
and parking lots. These costs are depreciable and therefore should be sepa-
rately recorded in the accounts to distinguish them from land costs that are
not depreciable.

Land

Land 
Improvements
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This account should reflect the cost of all buildings owned by the hospital and
used in its normal day-to-day activities. Included in this account are the hospi-
tal buildings themselves, personnel residences, garages and storage houses, and
utility structures, such as an outlying heating and cooling plant. A building that
has been donated to the hospital for endowment investment purposes and that
is not used in regular hospital activities should be reported among the assets of
the endowment fund. All hospital buildings, of course, are depreciable.

The fixed equipment account includes the cost of equipment that is affixed to,
and constitutes a structural component of, the hospital building. Another char-
acteristic of fixed equipment is that it is not subject to transfer or removal from
its fixed location. Equipment in this classification includes such items as mechan-
ical and electrical systems, elevators, generators, pumps, boilers, and refrigera-
tion machinery. All of this equipment is depreciable over a relatively long life.

The following are general characteristics of equipment included in this category:

• A capability of being readily moved from one location to another in the
hospital

• A unit cost sufficiently large to justify the expense incident to control by
means of a subsidiary equipment ledger

• A minimum useful life usually exceeding one year

Some examples of major movable equipment are desks, chairs, beds,
automobiles and trucks, accounting machines, sterilizers, operating tables,
and radiology equipment. Major movable equipment items are depreciable
over lives generally much shorter than for fixed equipment.

Minor equipment items include wastebaskets, bedpans, glassware, sheets,
basins, buckets, silverware, and most surgical instruments. As a matter of
expedience, many accounting systems provide that only the cost of the orig-
inal supply of minor equipment should be charged to this asset account. This
original cost generally is depreciated over a short period (perhaps three
years), with all additional purchases charged to expense at acquisition. Other
hospitals record all minor equipment (both the original supply and replace-
ment purchases) to the asset account and depreciate it over a three-year
period. Because it is not feasible to attempt to inventory this equipment
annually and the costs involved are relatively immaterial, no other account-
ing procedures are generally workable.

Determination of Cost
The cost of a purchased plant asset includes all expenditures related to the
acquisition of the asset, bringing it to the desired location, and making it
ready for use in hospital activities. Such costs may include the following:

Buildings

Fixed 
Equipment

Major Movable
Equipment

Minor 
Equipment
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• The billed price of the asset, net of any trade or cash discounts allowed
• Freight charges
• Sales taxes
• Fees and commissions paid
• Installation costs

The cost of a purchased plant asset, however, generally should not
include interest. A hospital, for example, may acquire expensive equipment
under a conditional sales or other deferred payment plan requiring a series of
installment payments that include interest. Such interest charges should be
excluded from asset cost, being recorded instead as interest expense. When a
hospital constructs a building, however, interest costs incurred during the
construction period are capitalized as a part of the cost of the building.

When plant assets are acquired by gift or donation, the assets should be
recorded at their fair market values as of the date of donation. The offsetting
credit is made directly to the unrestricted net assets balance account, not to
a revenue account. All receipts of plant assets by donation are considered
contributions to the permanent capital of the hospital. Depreciation should
be recorded on donated plant assets as if the assets had been purchased.

Accounting Procedure
To illustrate the accounting procedure for plant asset acquisitions, let us
assume that on January 1, 20X1, Hopewell Hospital purchased a new item
of radiology equipment for $75,000. This equipment has an estimated use-
ful life of five years and an estimated salvage value of 20 percent, or $15,000.
The necessary entries to record the acquisition are the following:

Voucher Register
1/1/X1 Major movable equipment 14200 $75,000

Accounts payable 20100 $75,000
Voucher for purchase of new item 
of radiology equipment

Cash Disbursements Journal
1/1/X1 Accounts payable 20100 $75,000

Cash—general checking account 10110 $75,000
Check issued for purchase of new 
radiology equipment

The major movable equipment account, as you know, is a general
ledger control account whose balance reflects the cost of all hospital equip-
ment items in the major movable equipment classification. Detailed informa-
tion concerning these individual items of equipment is contained in some
form of plant asset subsidiary ledger record.

Recording
Donated Plant

Assets
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One form of subsidiary ledger record is illustrated in Figure 18.1. When an
item of equipment is acquired, it is entered on one of these cards. This pro-
vides a detailed record that includes a full description of the equipment, cost,
date of acquisition, salvage value, estimated life, depreciation method and
amounts, and whatever additional information may be desired. Such records
support the periodic depreciation charges, and the balance sheet asset valua-
tions provide the basis for insurance coverage and claims, permit the accurate
recording of asset retirements and disposals, and assist in securing effective
internal controls over the plant asset investment.

Notice that the plant ledger card indicates that the x-ray equipment was
assigned identification number 60260–60700–67. As you may recall, 60260 is
the expense account number for the radiology department, and 60700 is the
account number for depreciation expense. The 67 indicates that this equipment
is the 67th item of equipment in the department. Numbering systems, of
course, vary; this is simply an example. A metal tag showing this number is
attached to the equipment to facilitate its identification with the accounting
records whenever an inventory is taken of the hospital’s equipment.

Even when automated electronic information systems are employed, it
still may not be feasible to attempt to maintain this type of separate subsidiary
record for each individual item of equipment. Instead, similar items of equip-
ment may be grouped on a single card. All beds in a particular nursing unit,
for example, might be entered on one card. In other systems, a separate plant
asset subsidiary record is maintained for the equipment in each department.
When one of these variations is found, depreciation often can be computed
on a group or composite basis, such as is described later in this chapter.

Depreciation of Plant Assets

When Hopewell Hospital purchased the equipment, it acquired a “bundle of
services” at a cost of $75,000. Each year, as this equipment is used in hospi-
tal activities, a portion of its total service capability is expended. After five
years of use, it is estimated that this bundle of services will have been
exhausted. Clearly, the cost of the services consumed each year should be rec-
ognized as an expense to be matched against the revenues produced by those
services. As noted before, this consumption of cost, or expense, is deprecia-
tion. Depreciation is fully as valid an expense as is the hospital payroll. But
how is it measured?

Three Factors in Determining Periodic Depreciation
The determination of periodic depreciation charges is dependent on three
important factors: (1) depreciable cost, (2) service life, and (3) choice of depre-
ciation method. In past years, hospitals have employed various techniques of

Subsidiary
Ledger Records
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depreciation, including the straight-line method and accelerated methods,
such as the declining balance method and the sum-of-years’-digits method.
All of these methods are in conformity with GAAP and are widely used by
industrial commercial firms for accounting and income tax purposes. The use
of accelerated depreciation methods by hospitals for cost reimbursement pur-
poses, however, will be disallowed by governmental and certain other third-
party payers. For this reason, the discussion in this book is limited to the
straight-line depreciation method. 

The depreciable cost, sometimes called the depreciation base or basis, of a
plant asset is its acquisition cost minus its estimated salvage value, as follows:

Acquisition cost – Salvage value = Depreciable cost

The residual salvage value of a depreciable plant asset is the estimated
amount for which the asset can be sold when it is retired from use in hospi-
tal activity. There is no simple formula by which salvage value determinations
can be made. It is largely a matter of judgment applied by the individual hos-
pital in view of its plant asset retirement policy and experience, expected
future market conditions for used or scrapped equipment, and other factors.
Some assistance, however, may be obtained from the hospital’s auditors and
from equipment manufacturers.

FIGURE 18.1
Plant Asset
Subsidiary

Ledger Card 
Description: Radiology equipment (details) I.D.  60260–60700–67

Cost $75,000 Useful Life: 5 years Method: SL
Salvage value 15,000 Depreciation:

Annual $12,000
Depreciable cost $60,000 Monthly 1,000

Date Dr. Cr. Balance Dr. Cr. Balance
1   1   X1 $75,000 $75,000 $75,000

Asset Accumulated Depreciation Book
Value

Depreciable
Cost
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The useful service life of a plant asset ordinarily is expressed in terms of years.
In selecting a service life, consideration should be given to both the functional
and the physical factors that limit the service life. The functional factors
include obsolescence resulting from technological change, growth in the scale
of a hospital’s activities, and major changes in methods of delivering health-
care services. The physical factors include wear and tear resulting from use and
deterioration caused by the elements. As was true of salvage value determina-
tions, however, the determination of service lives also is largely a matter of
judgment and depends heavily on the individual hospital’s plant asset retire-
ment policy and experience. Although a plant asset remains in very sound con-
dition, its economical service life may be at an end from the standpoint of a
particular hospital. Various guides are published by hospital associations and
governmental agencies that offer assistance in establishing useful service lives.

The straight-line (SL) method of depreciation assigns an equal amount of
depreciation to each year of useful life. The following formula is used to cal-
culate annual depreciation:

Cost – Salvage value  
= Annual depreciation expense

Estimated useful life

Application of the formula to the data assumed in this example for the
new item of equipment produces annual depreciation expense of $12,000, as
follows:

$75,000 – $15,000  
= $12,000

5

Thus, each year of the 20X1–20X5 period would be charged with
$12,000 of depreciation expense for this item of equipment.

Because monthly financial statements should reflect all expenses,
including depreciation, the following adjusting entry is required at the end
of each monthly reporting period:

General Journal
Depreciation expense 60700 $1,000

Accumulated depreciation—
major movable equipment 14300 $1,000

Monthly straight-line depreciation expense 
on radiology equipment ($12,000 × 1/12 months)

Although the entry is posted to the general ledger accounts, monthly
postings generally are not made to the plant asset subsidiary ledger cards.
The plant asset subsidiary ledger cards ordinarily are posted only on an
annual basis, as shown in Figure 18.2. The information in the subsidiary
ledger is reconciled with the balances of the general ledger control accounts

Service Life

Basic 
Straight-Line
Depreciation
Method
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(for plant assets, depreciation expense, and accumulated depreciation) at the
end of each fiscal year.

Recording a Half-Year’s Depreciation on Plant Asset Additions
A special policy may be followed in recording depreciation on plant assets
acquired during the course of a fiscal year. Because depreciation expense is,
after all, merely an estimate, it is acceptable to adopt a policy of a half-year’s
depreciation on all plant asset additions in the year acquired, regardless of the
month of acquisition. Once this policy is adopted, however, it should be con-
sistently followed.

The procedure described so far has assumed unit depreciation—that
is, the straight-line method was applied to a single unit or item of equipment.
Because the computation of depreciation on an item-by-item basis involves
considerable clerical effort, hospitals often find it more efficient to compute
depreciation by groups of related plant assets. The procedure (known as
group depreciation, or composite depreciation) involves the application of a
single depreciation rate to the total cost of a combined group of assets.

Under the group depreciation method, a number of similar plant assets are
depreciated as a single unit. All the beds in a particular nursing unit, for exam-
ple, might be grouped on a single subsidiary ledger record. Depreciation is
then computed as if these beds were a single plant asset. If these beds have a

FIGURE 18.2
Depreciation

Posting to
Plant Ledger

Card

Description: Radiology equipment (details) I.D.  60260–60700–67

Cost $75,000 Useful Life: 5 years Method: SL
Salvage value 15,000 Depreciation:

Annual $12,000
Depreciable cost $60,000 Monthly 1,000

Date Dr. Cr. Balance Dr. Cr. Balance
1   1   X1 $75,000 $75,000

12 31 X1 $12,000 $12,000 63,000
$75,000

Asset Accumulated Depreciation Book
Value

Group Rates
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total depreciable cost of $45,000 and an average service life of 15 years, the
annual depreciation expense is $3,000 ($45,000 ÷ 15 years).

Under the composite depreciation method, a number of dissimilar assets may
be depreciated as a single unit. To illustrate, assume that six different equip-
ment items are acquired on January 1, 20X1, for a particular department of a
hospital. Each equipment item has a different cost, salvage value, and useful
life. When acquired, these items are entered on a single subsidiary ledger
record, and a composite rate of depreciation is determined, as shown in Figure
18.3. The composite rate of depreciation for this departmental group of assets
is 11.2 percent ($8,000 ÷ $71,400); the composite life is 8.925 years ($71,400
÷ $8,000). Thus, $8,000 of depreciation expense is recorded each year so that,
at the end of 8.925 years, accumulated depreciation will amount to $71,400.

Funding of Depreciation
The funding of depreciation refers to the process by which cash resources are
set aside periodically and accumulated for the purpose of financing the
renewal or replacement of plant assets. The following illustrates the proce-
dure, assuming that Hopewell Hospital’s depreciation expense for a particu-
lar year is $185,000:

Depreciation expense 60700 $185,000
Accumulated depreciation 13100 $185,000

Depreciation expense for the year

Now assume that the funding of depreciation by the hospital is a vol-
untary action prescribed by the governing board. The following is the appro-
priate entry, assuming 100 percent funding:

Unrestricted net Assets (Board Designated) 30110 $185,000
Cash—general checking account 10110 $185,000

Funding of depreciation expense for 
the year

Thus, $185,000 is transferred from the hospital’s general checking
account and set aside in a special board-designated cash account within the
unrestricted fund. Although these resources are earmarked for a specific pur-
pose, the future use of this money remains entirely under the control of the
board. It would be improper to transfer the $185,000 to the plant replace-
ment and expansion fund as if it were donor-restricted.

The hospital, of course, may fund more or less than the amount recorded as
depreciation expense. The amount actually funded, however, has no bearing
whatever on the amount of depreciation expense to be recorded. Naturally,
the cash set aside in this way should be invested until such time as new plant
assets are required. Income earned on such investments is accounted for as

Composite
Rates

Amount Funded
Is Distinct from
Depreciation
Expense
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unrestricted resources and must be reported as nonoperating revenues in the
hospital’s statement of operations. This income, however, may be designated
by the board for the purchase of new plant assets and added to board-desig-
nated assets.

It should be pointed out that the funding of depreciation is the only
means through which the value of plant assets is maintained and converted
into cash during the assets’ useful lives. The alternative is to do nothing,
allowing the plant asset values to decline over time; this, in reality, gradually
depletes and impairs the hospital’s permanent capital.

Disposal of Plant Assets

It is important to make an accurate accounting of disposals of plant assets
through normal retirement, sale, or exchange. Each of these possibilities is
examined in this discussion. As a basis for the illustrations, we again assume
that radiology equipment was acquired for $75,000 on January 1, 20X1. The
equipment, which has an estimated useful life of five years and a $15,000 sal-
vage value, is depreciated by the straight-line method.

Normal Retirement
If the equipment’s useful service life ends on December 31, 20X5, as was
estimated, and its expected salvage value is realized, the entry to record the
retirement of the equipment is as follows:

Cash Receipts Journal
12/31/X5 Cash—general checking account 10110 $15,000

Accumulated depreciation—
major movable equipment 14300 60,000

Major movable equipment $75,000
Retirement of equipment

Acquisition Salvage Depreciable Useful Life Annual
Asset Cost Value Cost (Years) Depreciation

A $  4,000 $   400 $ 3,600 4 $   900
B 22,000 2,000 20,000 20 1,000
C 9,000 -0- 9,000 5 1,800
D 20,000 4,000 16,000 8 2,000
E 6,000 1,200 4,800 6 800
F 19,000 1,000 18,000 12 1,500

$80,000 $8,600 $71,400 $8,000

Composite depreciation rate = $8,000 ÷ $71,400 = 11.2%

FIGURE 18.3
Computation
of Composite
Depreciation

Rate
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In addition to the general ledger postings arising from this entry, suit-
able notations are made on the plant ledger card, as indicated in Figure 18.4.
At this time, the card is removed to an inactive file and retained for the period
of time required by the hospital’s record retention policies.

Should the actual salvage value prove to be more or less than $15,000,
the entry just shown would include an account for the recognition of a gain
or loss on retirement of the asset. If the salvage proceeds proved to be
$16,500, for example, the entry would include a credit to a “gain on retire-
ment of plant assets” account for $1,500. This gain would be reported among
the nonoperating revenues in the hospital’s 20X5 statement of operations.

In cases where fully depreciated assets remain in service, the usual practice
is to take no further depreciation and to make no adjustment of previously
recorded depreciation. The cost of such assets and the related accumulated
depreciation remain on the books until the assets are eventually retired
from service.

Sale of Plant Assets
A plant asset may be sold prior to the end of its scheduled useful service life
for reasons not anticipated when it was acquired. Assume, for example, that
the equipment is sold for $49,400 on May 1, 20X3:

FIGURE 18.4
Retirement
Recorded on
Plant Ledger
Card

Description: Radiology equipment (details) I.D.  60260–60700–67

Cost $75,000 Useful Life: 5 years Method: SL
Salvage value 15,000 Depreciation:

Annual $12,000
Depreciable cost $60,000 Monthly 1,000

Date Dr. Cr. Balance Dr. Cr. Balance
$75,000 $75,000

$75,000 -0- $60,000

$12,000
12,000
12,000
12,000
12,000

$12,000
24,000
36,000
48,000
60,000

$75,000
63,000
51,000
39,000
27,000
15,000

-0-

Asset Accumulated Depreciation Book
Value

1   1  X1
12 31 X1
12 31 X2
12 31 X3
12 31 X4
12 31 X5
12 31 X5

Retired 12/31/X5; salvage value was $15,000.

Handling Fully
Depreciated
Assets
Remaining 
in Use
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Cash Receipts Journal
5/1/X3 Cash—general checking account $49,400

Accumulated depreciation—
major movable equipment 28,000

Major movable equipment $75,000
Gain on sale of plant assets 2,400

Sale of item of equipment:
Cost $75,000
Accumulated depreciation:

20X1 (12 months) 12,000
20X2 (12 months) 12,000
20X3 (4 months) 4,000

Total 28,000
Book value 47,000
Sale proceeds 49,400
Gain $  2,400

If this equipment had been sold on this date for an amount less than
its $47,000 book value, the transaction would have produced a loss on sale
of plant assets. Such losses usually are treated as reductions of nonoperating
revenues in the statement of operations.

Exchanges (Trades) of Plant Assets
In certain instances, an old plant asset may be given up (along with cash) in
exchange for a new plant asset. To illustrate, assume that the radiology equip-
ment along with $33,800 cash is given in exchange for a new item of radiol-
ogy equipment. The necessary accounting entry, assuming that the exchange
occurs on May 1, 20X3, is as follows:

Cash Receipts Journal
5/1/X3 Major movable equipment $80,800

Accumulated depreciation 28,000
Major movable equipment $75,000
Cash—general checking account 33,800

Acquisition of new equipment in exchange 
for old equipment and cash as follows:

Book value of old 
equipment $47,000
Cash paid 33,800
Cost of new equipment $80,800

The general accounting rule is that the cost of an asset received in an
exchange is the fair market value of the assets given up or the fair market

        



Chapter  E ighteen:  P lant  Assets  and Deprec iat ion 353

value of the asset received, whichever is more clearly evident. Any gain or loss
is recognized. An exception to that general principle is made when, as in this
case, the noncash assets exchanged are similar in nature and use. In such cases,
the cost of the asset received is the book value of the noncash asset given up,
plus cash paid, and no gain or loss is recognized. There are other exceptions,
but a discussion of them is beyond the scope of this book. 

Questions

Q18.1. Distinguish between land and land improvements.
Q18.2. Distinguish between fixed equipment and major movable equipment.

Give examples of the types of equipment that are includable in each
of these classifications.

Q18.3. Describe briefly the proper accounting procedure for minor equipment.
Q18.4. List five items that generally should be included in the cost of pur-

chased equipment. Should interest be included in the cost of equip-
ment purchased on an installment or deferred payment plan?

Q18.5. Rex Hospital obtained an item of equipment by donation. At the
date received, the equipment had a fair market value of $25,000.
This equipment has an estimated useful life of eight years and a 20
percent salvage value. Make the entry to record the acquisition of
the equipment. Compute the annual depreciation to be recorded
on this equipment.

Q18.6. What are the advantages of maintaining a detailed subsidiary ledger
for plant assets?

Q18.7. How is each of the following determined?
a. Depreciable cost
b. Useful life
c. Salvage value

Q18.8. “Depreciation expense is a measure of the decline in the value of
plant assets during an accounting period.” Do you agree or dis-
agree? Explain your answer.

Q18.9. Distinguish briefly between the group depreciation method and the
composite rate depreciation method.

Q18.10. What is meant by the “funding” of depreciation? What entry is
made to record the funding of, say, $79,000 of depreciation?

Q18.11. Righton Hospital purchased an item of equipment for $40,000
on January 1, 20X1. This equipment has an estimated useful life
of eight years and a 10 percent salvage value. On June 30, 20X4,
the equipment is sold for $23,100. Assuming the straight-line
depreciation method, prepare the necessary entry to record the
sale of the equipment.
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Q18.12. Ragtag Hospital purchased an item of equipment for $60,000 on
January 1, 20X1. This equipment has an estimated useful life of ten
years and a 20 percent salvage value. On October 1, 20X5, this
equipment is traded, along with $26,000 cash, for similar equipment
having a list price of $72,000. Assuming the straight-line deprecia-
tion method, prepare the necessary entry to record the trade.

Q18.13. Summarize briefly the accounting procedure to be followed when
an existing item of equipment having a book value of $40,000
and a fair market value of $45,000 is traded, along with $13,000
cash, for a new item of equipment having a list price of $60,000.

Q18.14. Ritter Hospital purchased an item of equipment on April 1, 20X1.
This equipment has an estimated useful life of 12 years and a 10
percent salvage value. The accumulated depreciation on this
equipment on March 31, 20X4, was $18,000. Assuming straight-
line depreciation has been recorded, what was the acquisition cost
of the equipment?

Exercises

E18.1. Right Hospital purchased a new item of equipment for $800 on
May 1, 20X1. The equipment has an estimated useful life of eight
years and an estimated salvage value of $80. This equipment was
sold for $535 on July 1, 20X2. The equipment is depreciated by
the straight-line method.
Required: What was the loss on the sale of the equipment?

E18.2. Ready Hospital provides you with the following list of depreciable
assets acquired at the beginning of the current year:

Estimated Estimated
Asset Cost Salvage Value Useful Life (Years)

A $4,000 $400 3
B 1,500 300 4
C 7,000 750 5

Required: What is the composite depreciation rate on cost?

E18.3. Realgood Hospital purchased a new item of equipment for $800
on January 1, 20X1. The equipment has an estimated salvage value
of $80 and an estimated useful life of eight years. The equipment,
which was depreciated by the straight-line method, was traded on
January 1, 20X4 for a similar item of equipment. Cash “boot” of
$420 was paid to effect the trade. The old equipment had a fair
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value of $530; the new equipment had a fair value of $950.
Required: What is the cost of the new equipment?

E18.4. Realfine Hospital provides you with the following information
about one of its depreciable assets at December 31, 20X3:

Year of acquisition 20X1
Estimated useful life 5 years
Cost $70,000
Estimated salvage value 14,000
Accumulated depreciation 33,600

The hospital takes a full year’s depreciation in the year of a depre-
ciable asset’s acquisition, and no depreciation in the year of a
depreciable asset’s disposition. On June 30, 20X4, this depreciable
asset was sold for $28,000.
Required: What is the gain (loss) on the sale?

Problems

P18.1. On January 1, 20X1, Rainy Hospital acquired five items of Problems
equipment, as follows:

Acquisition Salvage Useful Life
Asset Cost Value (Years)

1 $10,000 $2,000 8
2 45,000 5,000 10
3 24,000 4,000 5
4 30,000 6,000 12
5 19,000 1,000 6

Required: Prepare a depreciation table, similar to the one illustrated
in Figure 18.3, showing a computation of the composite rate of
depreciation and the composite life of these five items of equipment.

P18.2. On January 1, 20X1, Restful Hospital acquired an item of equip-
ment for $90,000. This equipment has an estimated useful life of
five years and a 20 percent salvage value. On March 1, 20X4, this
equipment is sold for $44,000.
Required: Assume that Restful Hospital’s fiscal year ends on
December 31 and that adjustments for depreciation are made only
at the end of each year. (1) Prepare all necessary journal entries
from January 1, 20X1, through March 1, 20X4. (2) Draw up and
complete a plant ledger card for this item.
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P18.3. Redhot Hospital purchased an item of laboratory equipment on
October 1, 20X1, at a billed price of $20,000. In addition, the hos-
pital paid $200 for freight and $800 for the construction of a
wooden base and for making the proper electrical connections. The
estimated useful life of the equipment is six years with no salvage
value. The hospital’s fiscal year ends September 30.
Required: Prepare journal entries to record (1) the purchase of the
equipment, (2) depreciation expense for the first year, (3) the
write-off of the fully depreciated equipment after six years, and (4)
the funding of depreciation at the end of the first year.

P18.4. Roadway Hospital’s preadjusted trial balance at December 31, 20X3
(the end of the hospital’s fiscal year), includes the following accounts:

Dr. Cr.
Land $  13,000
Land improvements 18,000

Accumulated depreciation—
land improvements $  2,000

Buildings and building improvements 900,000
Accumulated depreciation—
buildings and building improvements 28,800

Fixed equipment 300,000
Accumulated depreciation—
fixed equipment 20,000

Major movable equipment 440,000
Accumulated depreciation—
major movable equipment 60,000

Minor equipment 24,000
Accumulated depreciation—
minor equipment 16,000

The following additional information is available:

1. Roadway Hospital began operations on January 1, 20X1, when
(with the exception noted below) all of its plant assets were
acquired. The correct amounts of depreciation have been
recorded for 20X1 and 20X2, but no depreciation entries have
yet been made for 20X3.

2. The land improvements are being depreciated over an 18-year
life with no expected salvage value.

3. The building has an estimated useful life of 50 years and an esti-
mated salvage value of 20 percent. 

4. The fixed equipment has an estimated useful life of 25 years and
an estimated salvage value of $50,000.

       



Chapter  E ighteen:  P lant  Assets  and Deprec iat ion 357

5. An analysis of the major movable equipment account is as follows:

1/1/X1 Equipment purchased having 
an estimated useful life of 12 years 
and a 10% salvage value $400,000

3/1/X3 Equipment purchased having an 
estimated useful life of eight years 
and a 20% salvage value 60,000

9/1/X3 Proceeds from sale of equipment 
purchased on 1/1/X1 for $20,000 (15,000)

6. Minor equipment is being depreciated over a three-year period
with no salvage value expected.

Required: (1) Prepare the necessary journal entries at December 31,
20X3. (2) Prepare a presentation of the plant assets section of the
hospital’s December 31, 20X3, balance sheet.
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19
CHAPTER

LONG-TERM INVESTMENTS

Temporary, or short-term, investments in stocks and bonds are those that are
readily marketable and that management intends to hold for only a short
period (generally not in excess of one year). The proceeds from their dispo-
sition ordinarily are used to meet current obligations. Investments not meet-
ing these criteria are separately classified in the balance sheet as long-term
investments. Short-term investments were discussed in Chapter 16; this
chapter is concerned with long-term investments.

Long-term investments may appear in any fund, but often they are
found as assets of the endowment fund or of the plant replacement and
expansion fund. The funding of depreciation by action of the hospital’s gov-
erning board may result in long-term investments that are properly reported
as board-designated assets in the unrestricted net assets. In any case, these
investments typically consist of government bonds, corporate bonds, and
corporate stocks.

When securities of a long-term investment nature are acquired by
gift or by endowment, they are recorded in the appropriate fund at their
fair market value when received. The cost of bonds and stocks purchased,
on the other hand, will include the quoted purchase price, brokerage fees,
and other expenditures that are necessary to the acquisition. Income from
long-term investments, usually consisting of interest and dividends, should
be recognized on the accrual basis and in the appropriate fund. All income
on unrestricted net assets investments and all unrestricted income on
investments of the restricted net assets must be reported as nonoperating
revenues of the unrestricted net assets. Donor-restricted investment income
generally is recorded in either the specific purpose fund or the plant
replacement and expansion fund. Gains and losses on the disposition of
long-term investments usually are recorded in the fund in which the invest-
ments were carried as assets.

Since the publication of FASB Statement No. 124 in the mid-
1990s, long-term investments in debt securities, regardless of the fund in
which they are recorded, are recorded in the accounts at market value. On
a periodic basis, usually monthly, the unrealized gain or loss from the prior
period is recorded as a change in net assets, which is typically not consid-
ered a change to the organization’s bottom line.
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Investments in Bonds

A major part of the hospital investment portfolio is likely to consist of invest-
ments in government and corporate bonds because of the emphasis usually
put on safety of principal and stability of income. Both government and cor-
porate bonds are available in varying types and denominations, although
bonds of $1,000 face, or maturity, value are most common. Bond interest is
quoted at annual percentage rates of face value but often is paid to bondhold-
ers semiannually on specified dates six months apart.

Acquisition of Bonds
To illustrate the accounting procedures for long-term investments in bonds,
assume that Goodcare Hospital purchases 60 of the $1,000, 8 percent, ten-
year bonds of National Company on September 1, 20X1. The bonds have a
May 1, 20X8, maturity date and pay interest semiannually on May 1 and
November 1. Although bonds may be purchased at face value at times, it is
more likely that the acquisition price will be either more or less than face
value; that is, the bonds will be purchased either at a premium or at a dis-
count. This occurs largely because the current market rate of interest (which
changes frequently) is higher or lower than the fixed nominal, or coupon
rate, of interest paid on the bonds.

If the current market rate of interest is in excess of 8 percent, the National
Company bonds may be quoted at a price that is less than face value. Assume,
for example, that the bonds are quoted at 92 percent of face value, or
$55,200 (92 percent of $60,000). Let us also assume that brokerage fees and
other acquisition costs total $400. The entries for the acquisition of the
bonds therefore are as follows:

Voucher Register
9/1/X1 Investments—bonds $55,600

Accrued interest rceivable 1,600
Accounts payable $57,200

Voucher for purchase of 
National Company 
bonds at a discount:

Quoted price 
(92% of $60,000) $55,200

Acquisition costs 400
Cost of bonds 55,600
Accrued interest:

($60,000 × 8% ×
4/12 months) 1,600

Disbursement $57,200

Discount
Acquisition
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Cash Disbursements Journal
9/1/X1 Accounts payable $57,200

Cash—general checking account $57,200
Check issued for purchase of 
National Company bonds

Notice that the brokerage fees and other acquisition expenditures are treated
as a part of the cost of the bonds. Note also that because these bonds were
purchased between interest payment dates, the hospital must pay the seller the
amount of interest accrued since the last interest payment date (May 1, 20X1).
This, however, will be recovered by the hospital on November 1, 20X1, as
National Company will always pay a full six months’ interest on each interest
payment date, regardless of the number of months the bonds have been held
by the investor. (This was explained earlier in Chapter 16.) If these bonds had
been purchased on an interest payment date (May 1 or November 1 in this
example), no accrued interest would have been involved in the acquisition.

In instances where the nominal or coupon rate of interest is higher than the
current market rate of interest, bonds tend to sell at a premium, a price
greater than the face value. Assume, for example, that Goodcare Hospital
purchased the above National Company bonds at 105 percent and that
acquisition costs were $600. The following shows the necessary entries:

Voucher Register
9/1/X1 Investments—bonds $63,600

Accrued interest receivable 1,600
Accounts payable $65,200

Voucher for purchase of 
National Company bonds at a premium:

Quoted price 
(105% of $60,000) $63,000

Acquisition costs 600
Cost of bonds 63,600
Accrued interest 

($60,000 × 8% ×
4/12 months) 1,600

Disbursement $65,200

Cash Disbursements Journal
9/1/X1 Accounts payable $65,200

Cash—general checking account $65,200
Check issued for purchase of 
National Company bonds

Handling 
Brokerage Fees
and Acquisition
Expenditures

Premium
Acquisition
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Observe that Goodcare Hospital will receive annual interest of $4,800
(8 percent of $60,000). Because $63,600 was paid for the bonds, however,
the effective (actual) rate of return on this investment to the hospital will be
somewhat less than 8 percent. In the previous example, which assumed that
the bonds were acquired at a cost of $55,600, the effective yield will be
greater than 8 percent.

Bond Interest Income
The amount of bond interest to be recorded as investment income by Good-
care Hospital depends on whether the bonds were purchased at a discount or
premium. This is because the amount of discount or premium must be amor-
tized over the number of months between the date of acquisition and the
maturity date of the bonds. Let us examine the amortization process through
the following illustrations.

Again assume the purchase of the National Company bonds (details provided
earlier) at a discount on September 1, 20X1. At the end of September (and at
the end of each ensuing month), the hospital will make an adjusting entry to
record bond interest income for the month. Assuming that the bond discount
is amortized by the straight-line method, the following is the necessary entry:

General Journal
9/30/X1 Accrued interest receivable $400

Investments—bonds 55
Bond interest income $455

Accrual of interest and 
amortization of bond discount:
Nominal interest 

($60,000 × 8% ×
1/12 months) $     400

Discount amortization:
Maturity value of bonds 60,000
Cost of bonds 55,600
Discount 4,400
Divide by months to maturity 80
Discount amortization 55
Monthly interest income $     455

Note that the discount ($4,400) will be taken into the accounts as
bond interest income over the 80 months from the acquisition date to the
maturity date of the bonds at the rate of $55 per month. The resulting $455
credit to income is a rough approximation of the effective amount of inter-
est earned each month on the investment.

Amortization
of Discount
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Notice also that the preceding entry debits the monthly amortization to the
investment account, thereby increasing its carrying value by $55 each month.
By the maturity date (May 1, 20X8), the investment account will have a bal-
ance of exactly $60,000, that is, $55,600 + ($55 × 80 months). So, when the
face amount of the bonds is paid to the hospital on the maturity date by
National Company, the following entry is made:

Cash Receipts Journal
5/1/X8 Cash—general checking account $60,000

Investments—bonds $60,000
Receipt of face value of matured 
National Company bonds

If the discount were not amortized over the 80-month period, the
entire $4,400 discount would have to be recorded as 20X8 income in the
above entry. It seems quite clear, however, that the discount is earned by the
hospital ratably over the 80-month period rather than just in the year of
maturity alone. Thus, long-term investments in bonds purchased at a dis-
count are carried in the accounts at acquisition cost plus discount amortiza-
tion to date.

On November 1, 20X1, the hospital will receive six months’ interest
on its investment in National Company bonds:

Cash Receipts Journal
11/1/X1 Cash—general checking account $2,400

Accrued interest receivable $2,400
Receipt of semiannual interest on 
investment in National Company bonds 

($60,000 × 8% × 6/12 months)

Remember that the accrued interest receivable account was debited
for $1,600 on September 1, when the bonds were acquired, for $400 on Sep-
tember 30, in an adjusting entry, and for $400 again on October 31, in an
adjusting entry. The resulting $2,400 debit balance is then cleared from the
accounts by the credit in the cash receipts journal entry on November 1. The
adjusting entry required at the end of each month to record the nominal
monthly interest income also includes the monthly discount amortization.

To help you understand this process, Figure 19.1 shows the postings
of all 20X1 entries relating to Goodcare Hospital’s investment in the
National Company bonds. The hospital’s 20X1 statement of operations will
report bond interest income of $1,820. Its December 31, 20X1, balance
sheet will include $800 of accrued interest receivable and will report the
long-term investment at $55,820 (acquisition cost plus discount amortiza-
tion to date).

Debiting the
Monthly 
Amortization
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Earlier, this section described the purchase of the National Company bonds on
September 1, 20X1, at a cost of $63,600. At the end of each month, an adjust-
ing entry will be required to record bond interest income and amortization of
bond premium for the month. Assuming that the premium is amortized by the
straight-line method, the entry at September 30, 20X1, is as follows:

General Journal
9/30/X1 Accrued interest receivable $400

Investments—bonds $ 45
Bond interest income 355

Accrual of interest and amortization 
of bond premium:

Nominal interest: 
($60,000 × 8% ×
1/12 months) $     400

Premium amortization:
Cost of bonds 63,600
Maturity value of bonds 60,000
Premium 3,600
Divide by months 

to maturity 80
Premium amortization 45
Monthly interest income $     355

FIGURE 19.1
Accounting for

Bonds 
Purchased at a

Discount

Cash–General Accrued Interest
Checking Account Receivable Investments–Bonds

(5) 2,400 (2) 57,200 (1) 1,600 (5) 2,400 (1) 55,600
(3) 400 (3) 55
(4) 400 (4) 55
(6) 400 (6) 55
(7) 400 (7) 55
Bal. 800 Bal. 55,820

Accounts Payable Bond Interest Income
(2) 57,200 (1) 57,200 (3) 455

(4) 455
(6) 455
(7) 455
Bal. 1,820

Posting references:
(1) 9/1/X1 acquisition of bonds—voucher register
(2) 9/1/X1 acquisition of bonds—cash disbursements journal
(3) 9/30/X1 adjusting entry—general journal
(4) 10/31/X1 adjusting entry—general journal
(5) 11/1/X1 receipt of interest—cash receipts journal
(6) 11/30/X1 adjusting entry—general journal
(7) 12/31/X1 adjusting entry—general journal

Amortization 
of Premium
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Exactly the same adjusting entry is made at the end of each month
until the maturity date of the bonds. Notice that the amortization of bond
premium has the effect of reducing bond interest income. The resulting
$355 is roughly the effective amount of monthly bond interest income.

Notice that the adjusting entry credits the monthly amortization of premium
to the investment account, thereby decreasing its carrying value by $45
monthly. By the maturity date of the bonds, the investment account will have
a balance of precisely $60,000—that is, $63,600 – ($45 x 80 months). Thus,
long-term investments in bonds purchased at a premium are carried in the
accounts at acquisition cost minus premium amortization to date.

Figure 19.2 presents the postings of all 20X1 entries for Goodcare
Hospital’s investment (at a premium) in the National Company bonds. You
should study this illustration in comparison with Figure 19.1.

The entry to be made when bond investments are held to maturity has
been illustrated earlier. Suppose, however, that bonds held as long-term invest-
ments are sold prior to their maturity. Refer to the facts given earlier in this sec-
tion relating to the purchase of the National Company bonds for $55,600 on
September 1, 20X1, and now assume that the bonds are sold on April 1, 20X3,
at 102 percent and accrued interest. The required entry is as follows:

Cash Receipts Journal
4/1/X3 Cash—general checking account $62,725

Accrued interest receivable $ 2,000
Investments—bonds 56,645
Gain on sale of investments 4,080

Sale of investment in 
National Company bonds:
Sales price (102% of 
$60,000) $61,200

Less brokerage fees 475
Net sales proceeds 60,725
Accrued interest:

($60,000 × 8% ×
5/12 months) 2,000

Cash received $62,725
Net sales proceeds 

(above) $60,725
Book value of bonds:

Acquisition cost 55,600
Add amortized discount:

($55 × 19 months) 1,045
Book value of bonds 56,645
Gain on sale $  4,080

Monthly 
Premium 
Amortization
Credited to the
Investment
Account
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As can be seen, the cash account is debited for the quoted price at
which the bonds were sold (net of brokerage fees) plus the five months of
bond interest accrued since the last interest payment date (November 1,
20X2). This accrued interest, of course, had previously been established in
the accounts by the month-end adjusting entries. At the date of the sale, the
bond investment account had a balance of $56,645, having been written up
to that amount because of the amortization of discount at the rate of $55 per
month for the 19 months since the date of acquisition. Then, the difference
between this carrying amount and the net sales proceeds is recorded as the
gain on the sale. Make special note of the fact that the accrued interest at the
date of sale has no bearing on the amount of gain or loss on the sale.

Instead of selling all the bonds, let us now assume that only 40 percent (face
value of $24,000) of the bonds are sold on April 1, 20X3, at 102 percent and
accrued interest, with brokerage fees amounting to $200. The necessary
entry is as follows:

Cash Receipts Journal
4/1/X3 Cash—general checking account $25,080

FIGURE 19.2
Accounting for

Bonds 
Purchased at a

Premium

Cash–General Accrued Interest
Checking Account Receivable Investments–Bonds

(5) 2,400 (2) 65,200 (1) 1,600 (5) 2,400 (1) 63,600 (3) 45
(3) 400 (4) 45
(4) 400 (6) 45
(6) 400 (7) 45
(7) 400 Bal. 63,420
Bal. 800

Accounts Payable Bond Interest Income
(2) 65,200 (1) 65,200 (3) 355

(4) 355
(6) 355
(7) 355
Bal. 1,420

Posting references:
(1) 9/1/X1 acquisition of bonds—voucher register
(2) 9/1/X1 acquisition of bonds—cash disbursements journal
(3) 9/30/X1 adjusting entry—general journal
(4) 10/31/X1 adjusting entry—general journal
(5) 11/1/X1 receipt of interest—cash receipts journal
(6) 11/30/X1 adjusting entry—general journal
(7) 12/31/X1 adjusting entry—general journal

Journal Entry
for Sale of

Some of the
Bonds
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Accrued interest receivable $800
Investments—bonds 22,658
Gain on sale of investments 1,622

Sale of 40% of the investment in 
National Company bonds:

Sales price (102% of $24,000) $24,480
Less brokerage fees 200
Net sales proceeds 24,280
Accrued interest:

($24,000 × 8% × 5/12 months) 800
Cash received $25,080
Net sales proceeds (above) $24,280
Book value of bonds sold: 

(40% × $56,645) 22,658
Gain on sale $  1,622

Interest and discount amortization, of course, will continue on the
remaining $36,000 face value of the National Company bond investment
until these bonds are either sold or reach maturity. The monthly interest and
discount amortization, however, will be only 60 percent of the amounts illus-
trated earlier. In other words, the monthly amortization will be $33 (60 per-
cent of $55) and the monthly credit to bond interest income $273 (60 per-
cent of $455), starting April 30, 20X3.

The procedures described here are also applicable to bonds acquired by the 
hospital as a gift or an endowment. In these cases, the fair market value of the
bonds at the date of donation is regarded to be their cost. If the fair market value
is less than maturity value, accounting procedures are those described for bonds
acquired at a discount. If the fair market value is greater than maturity value, the
accounting procedure is that described for bonds acquired at a premium.

Investments in Stocks

The investment of hospital resources in corporate stocks involves some
degree of risk with regard to price declines, but such investments may offer
large rewards in the form of dividends and appreciation in value if they are
managed intelligently. Investments may be made in either preferred or com-
mon stocks. Preferred stock has certain preferences over common stock, as the
name implies. Dividends, for example, must be paid to a company’s preferred
stockholders before any dividends may be paid to its common stockholders.
Accounting procedures for investments in capital stocks, however, are not
much affected by the particular type of stock involved.

Bonds from
Gifts or
Endowments
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Acquisition of Stocks
Assume that Goodcare Hospital purchases 400 shares of Bluchip Company’s
common stock for $22,000 (including brokerage fees and other acquisition
costs) on January 2, 20X1:

Voucher Register
1/2/X1 Investments—stocks $22,000

Accounts payable $22,000
Purchase of 400 shares of 
Bluchip Company’s common stock

Cash Disbursements Journal
1/2/X1 Accounts payable $22,000

Cash—general checking account $22,000
Check issued for purchase of Bluchip 
Company stock

For investments in both bonds and stocks, a subsidiary ledger record
should be maintained to provide the details of each investment and to sup-
port the general ledger investment control accounts. These subsidiary
records sometimes are kept in the form illustrated in Figure 19.3.

Receipt of Dividends
Hospitals having capital stocks in their investment portfolios may receive cash
dividends and perhaps stock dividends. We will illustrate the receipt of both
types of dividends below with respect to Goodcare Hospital’s investment in
Bluchip Company stock.

A typical cash dividend announcement reads somewhat as follows:

On April 20, 20X1, the board of directors of Bluchip Company declared a cash
dividend of $1.50 per share payable on May 19, 20X1, to common stockholders
of record at May 5, 20X1.

You can find dividend announcements of this sort in the financial
pages of newspapers, in business journals, and even in certain popular maga-
zines. These announcements always provide three important dates:

1. The declaration date (here, April 20) is the date on which the board of
directors voted dividend payment approval.

2. The payment date (May 19 in this case) is the date on which the com-
pany will mail out the dividend checks.

3. The record date (May 5 here) is the date on which a determination is
made of the names of the stockholders entitled to the dividend on the
basis of the company’s records.

Cash 
Dividends
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Once a dividend has been declared, it must be paid. It also should be
noted that all stockholders listed as such in the company’s records on the
record date will receive the dividend, although they may sell their stock prior
to the payment date. If the stock is purchased or sold between the declara-
tion date and the record date, the quoted price per share includes the
declared dividend. If the stock is purchased or sold after the record date, the
per-share price does not include the dividend.

An entry for cash dividends should be made at the declaration date by the
investor, because the dividend has been earned at that time and because the
payment of the declared dividend by the corporation is legally required.
Goodcare Hospital’s entry is as follows:

FIGURE 19.3
Subsidiary
Ledger Record
for Investments

Name of Security Fund Account
Description and Other Data

Date of Issue Interest Rate         % Interest or Dividend Dates
Principal Due on

SECURITY RECORD

ACQUISITIONS BALANCESALES, MATURITIES,ETC.

DATE
20

REFER-
ENCE

BOND OR 
CERTIFICATE
NUMBERS

PAR VALUE
OF BONDS
OR NO. OF

SHARES

PAR VALUE
OF BONDS
OR NO. OF

SHARES

PAR VALUE
OF BONDS
OR NO. OF

SHARES

PROFIT OR LOSS
ON SECURITIES

SOLD, ETC
(ENTER LOSSES 

IN RED)PRICE AMOUNT AMOUNT AMOUNTPRICE

Entry for Cash
Dividends at
Declaration Date
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General Journal
4/20/X1 Dividends receivable $600

Dividend income $600
Dividend income on Bluchip Company stock 
($1.50 × 400 shares) 

Assuming that the hospital continues to hold the 400 shares of
Bluchip stock, no entry will be necessary at the record date. But when the
dividend check is received on May 19, the following entry is made:

Cash Receipts Journal
5/19/X1 Cash—general checking account $600

Dividends receivable $600
Receipt of cash dividends on Bluchip 
Company stock

Carefully note that the stock’s dividend income was recorded in April
(the month in which the dividend was earned) whereas the cash receipt was
recorded in May. This, you see, is accrual basis accounting; income is
recorded in the time period in which it is earned rather than in the time
period in which the income is received in cash.

In addition to paying cash dividends, corporations sometimes will distribute
stock dividends—that is, their stockholders are given additional shares of
stock without charge. As is true of cash dividends, there are three important
dates in recording the distribution: the declaration date, the record date, and
the stock distribution date. Announcements similar to those for cash divi-
dends are made.

To illustrate, assume that on June 2, 20X1, Bluchip Company’s board of
directors declared a 10 percent common stock dividend to be distributed on
July 10, 20X1, to common stockholders of record at June 26, 20X1. As a
result, Goodcare Hospital receives 40 (10 percent of 400 shares) additional
common shares without cost. No formal entry of any kind, however, is nec-
essary because stock dividends do not give rise to income, regardless of the
market value of the shares received. Stock dividends simply increase the num-
ber of shares outstanding without any change in the issuing corporation’s net
assets. Subsequent to a stock dividend, each shareholder has the same per-
centage ownership interest as before.

The effect of a stock dividend on the stockholder is simply to reduce
the cost per share of stock. Goodcare Hospital, for example, had 400 shares
of stock that had cost $22,000, or $55 per share. On receipt of the 40-share
stock dividend, the hospital has 440 shares that cost $22,000, or $50 per
share. Thus, the effect of the stock dividend in this example is simply an

Stock 
Dividends

No Journal
Entry Is

Required for
Stock 

Dividends
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increase in the number of shares held and a decrease in the cost per share.
Naturally, the subsidiary ledger investment records would be adjusted
accordingly, but no journal entry is required.

Disposition of Stocks
When stock is sold, the difference between the proceeds of sale (net of any
brokerage fees and other expenses of sale) and the cost of the stock (as it may
be adjusted for stock dividends, if any) is recorded as a gain or loss of the
fund in which the stock was carried as an investment.

Assume, for example, that Goodcare Hospital sells 100 shares of the
Bluchip Company common stock for $6,425 on September 4, 20X1. Assum-
ing brokerage fees of $92, the entry to record the sale is as follows:

Cash Receipts Journal
9/4/X1 Cash—general checking account $6,333

Investments—stocks $5,000
Gain on sale of investments 1,333

Sale of 100 shares of Bluchip 
Company stock:

Sales price $6,425
Less brokerage fees 92
Net sales proceeds 6,333
Less cost of stock:

($50 × 100 shares) 5,000
Gain on sale $1,333

The subsidiary ledger records should be properly adjusted for the shares
sold. It should be clear that 340 shares (440 shares – 100 shares) of stock
remain in the investment account at a cost of $17,000 ($50 × 340 shares).

Suppose, however, that the Bluchip stock had been acquired at different
times and at different costs per share. In such cases, to determine the cost of
shares subsequently sold, it may be necessary to assume FIFO or other cost-
ing methods (see Chapter 17) in much the same manner as is done for inven-
tories of supplies. Of course, if the subsidiary record of investments provides
a record of cost per share according to stock certificate numbers, a specific
identification can be made to determine the cost of shares sold.

Since the publication of FASB Statement No. 124 in the mid-1990s, invest-
ments in net assets securities are recorded at market value. On a periodic
basis, usually monthly, the unrealized gain or loss from the prior period is
recorded as a change in net assets, which is typically not considered a change
to the organization’s bottom line.

Entries for
Sale of Shares
Purchased at
Various Prices

Valuation of
Net Assets
Investments
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Internal Controls

Suitable internal controls should be maintained to safeguard the hospital’s
investments in stocks and bonds, as well as the related interest and dividend
income, against loss through fraud, error, or mismanagement. It is important
that all purchases and sales of investment securities be authorized by the 
hospital’s governing board or its investment committee. Once acquired,
stock and bond certificates should be kept in a safe place, preferably in a bank
safe deposit box with access requiring two hospital executives. Employees
who can access the accounting records or cash should not, of course, have
access to investment securities. Finally, regular reports of investments should
be submitted to management and to the hospital’s governing board.

Questions

Q19.1. Distinguish between temporary investments and long-term 
investments.

Q19.2. When securities of a long-term investment nature are acquired by
donation, at what amount are such assets initially recorded in the
hospital’s accounts?

Q19.3. When securities are purchased for long-term investment purposes
by the hospital, what is their cost?

Q19.4. In what fund should the hospital record income earned on long-
term investments? In what fund should gains and losses on sales of
long-term investments be recorded?

Q19.5. Explain what is meant by the declaration date, the record date,
and the payment date with respect to corporate dividend distribu-
tions resulting from hospital investments in corporate stocks.

Q19.6. What are some of the major features of a satisfactory system of
internal control over hospital investments in securities?

Q19.7. Sara Hospital holds an investment in the capital stock of an indus-
trial corporation. The hospital receives 50 shares of the corpora-
tion’s common stock as a dividend at a time when the stock is
quoted on the market at $40 per share. Should Sara Hospital
record $2,000 of dividend income? Explain your answer.

Q19.8. Saint Hospital owns investment securities that cost $100,000 but
have a current market value of $140,000. At what amount should
these securities be presented in the hospital’s balance sheet?
Explain your answer.

Q19.9. A hospital owns 300 shares of stock that were acquired as follows:

1/1/X1 100 shares purchased for $4,000
1/1/X2 100 shares purchased for $5,000
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1/1/X3 100 shares purchased for $6,000

On February 1, 20X3, 150 of these shares are sold for $9,750.
What is the amount of the gain on the sale?

Q19.10. When corporate bonds are purchased between interest payment
dates, the hospital purchaser must pay accrued interest since the
last interest payment date. Why?

Q19.11. When corporate bonds are purchased at a price higher or lower
than face value, the premium or discount must be amortized by
the purchaser. What is the purpose of amortizing bond premium
or discount?

Q19.12. In what sections of the hospital balance sheet does one find the
following accounts?
a. Temporary investments
b.Long-term investments—bonds
c. Accrued interest receivable
d.Long-term investments—stocks
e. Dividends receivable

Exercises

E19.1. Samson Hospital purchased $1,200 (face value) of the 5 percent bonds
of XYZ Company at 92 percent on July 1, 20X1. Brokerage and other
acquisition costs were $32. Interest is payable semiannually on May 1
and November 1. The maturity date of the bonds is November 1,
20X6. On September 1, 20X1, $480 (face value) of the bonds are sold
at 95 percent and accrued interest; brokerage costs were $12.
Required: What was the gain (loss) on the sale?

E19.2. Sitdown Hospital purchased $900 (face value) of the 8 percent
bonds of Robin Company at 109 percent on October 1, 20X1. Bro-
kerage costs were $31. Interest is payable semiannually on June 1
and December 1. The maturity date of the bonds is June 1, 20X6.
On January 1, 20X3, $450 (face value) of the bonds are sold at 114
percent and accrued interest; brokerage costs were $13.
Required: What was the gain (loss) on the sale?

E19.3. On November 1, 20X1, Sheraton Hospital purchased Maybell Com-
pany 10-year, 7 percent bonds with a face value of $50,000 for
$49,167. Interest is payable semiannually on January 1 and July 1.
The bonds mature on July 1, 20X8.
Required: What is the hospital’s 20X1 interest income?
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E19.4. On Janyary 1, 20X1, Sideway Hospital purchased 200 shares of
Pickard Company stock for $5,760 plus brokerage costs of $240. An
additional 200 shares were purchased on May 1, 20X1 for $6,912
plus brokerage costs of $288. On August 1, 20X1, Pickard declared
and distributed a 20 percent stock dividend. On October 1, 20X1,
Sideway sold 100 shares of the Pickard stock at $32 3/8 less brokerage
costs of $129.50.
Required: Assuming FIFO, what was the gain on the sale?

E19.5. On October 1, 20X1, Safeway Hospital purchased 100 shares of Paul
Company stock at $45 per share; brokerage costs were $26. A $3
per share cash dividend had been declared on September 25, 20X1
to be paid on October 18, 20X1 to stockholders of record at 
October 8, 20X1.
Required: At what amount should the investment in Paul stock be
reported in Safeway’s October 31, 20X1 balance sheet?

Problems

P19.1. Sample Hospital purchased 90 of the $1,000, 8 percent, ten-year bonds
of ABC Company on August 1, 20X1, at 91 percent and accrued inter-
est. Brokerage and other acquisition costs were $560. These bonds
mature in 116 months and pay interest semiannually on April 1 and
October 1. The hospital’s fiscal year ends on December 31. Although
the hospital intended to hold these bonds as long-term investments, the
bonds were sold on January 1, 20X2, at 98 percent and accrued 
interest. Brokerage and other expenses of sale amounted to $610.
Required: Prepare a chart, such as the one illustrated in Figure 19.1,
showing all necessary entries from August 1, 20X1, through 
January 1, 20X2.

P19.2. Simple Hospital purchased 90 of the $1,000, 8 percent, ten-year bonds
of ABC Company on August 1, 20X1, at 108 percent and accrued
interest. Brokerage and other acquisition costs were $572. These bonds
mature in 116 months and pay interest semiannually on April 1 and
October 1. The hospital’s fiscal year ends on December 31. Although
the hospital intended to hold these bonds as long-term investments, the
bonds were sold on January 1, 20X2, at 102 percent and accrued 
interest. Brokerage and other expenses of sale amounted to $520.
Required: Prepare a chart, such as the one illustrated in Figure 19.2,
showing all necessary entries from August 1, 20X1, through 
January 1, 20X2.
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P19.3. Supple Hospital purchased $100,000 face value of XYZ Company
bonds at 96 percent on May 1, 20X1. These bonds pay 6 percent
interest per year, payable semiannually on April 1 and October 1.
These bonds mature in 107 months. Brokerage fees and various
other acquisition costs totaling $255 were paid. It was manage-
ment’s intent to hold these securities as long-term investments, but
on January 1, 20X2, 60 percent of the bonds were sold at 94 per-
cent and accrued interest, less brokerage fees and other expenses of
sale amounting to $210.
Required: Prepare all necessary entries relating to this investment
from May 1, 20X1, through January 1, 20X2.

P19.4. Setsail Hospital purchased $100,000 face value of XYZ Company
bonds at 104 percent on May 1, 20X1. Brokerage and other acqui-
sition costs were $280. These bonds pay 7.5 percent interest per
year, payable semiannually on April 1 and October 1. The maturity
date of the bonds is April 1, 20X6. It was management’s intent to
hold these securities as long-term investments, but on January 1,
20X2, 40 percent of the bonds were sold at 106 percent and
accrued interest, less brokerage fees of $310.
Required: Prepare all necessary entries relating to this investment
from May 1, 20X1, through January 1, 20X2.

P19.5. Signoff Hospital purchased 200 shares of the $10 par value common
stock of Mohawk Company on May 15, 20X1, for $12,700. Broker-
age fees amounted to $60. On June 1, the board of directors of
Mohawk declared a cash dividend of $2.50 per share payable on
June 18 to stockholders of record at June 10. On August 4, the
board of directors of Mohawk declared a 10 percent stock dividend
payable on August 30 to stockholders of record at August 15. As of
August 4, Mohawk stock was selling on the market at $80 per share.
On September 19, the hospital sold 120 shares of the Mohawk stock
for $10,000, with brokerage fees amounting to $140.
Required: Prepare entries to record all matters relating to the
investment in Mohawk Company stock for 20X1.

P19.6. Situp Hospital purchased Eastcoast Company common stock, as
shown here:

Price
Date Shares per Share Brokerage Total Costs

1/1/X1 20 $11.00 $20.00 $240.00
1/1/X2 20 14.50 30.00 320.00
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On April 1, 20X2, Eastcoast Company declared a cash dividend of
$1.50 per share payable May 1, 20X2, to stockholders of record as
of April 20, 20X2. On July 2, 20X2, Eastcoast Company declared a
25 percent stock dividend distributable August 15, 20X2, to stock-
holders of record on July 21, 20X2. On October 3, 20X2, Situp
Hospital sold ten shares of the Eastcoast Company stock for $160,
less brokerage costs of $25.
Required: Prepare entries to record all matters relating to the
investment in Eastcoast Company stock for 20X1 and 20X2.
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20
CHAPTER

LONG-TERM LIABILITIES

In addition to the current liabilities described in Chapter 17, a hospital has
economic obligations that will not be discharged with resources classified in
the balance sheet as current assets. These obligations are variously referred to
as long-term liabilities, or noncurrent, or fixed, liabilities. Whereas current
liabilities generally arise from informal contractual arrangements, long-term
liabilities are ordinarily based on a written contract, such as a mortgage doc-
ument, bond indenture, or lease agreement. A proper distinction between
current and noncurrent liabilities in the balance sheet is of considerable
importance in evaluating the financial position of a hospital as well as in man-
aging its financial affairs.

Long-term liabilities typically consist of mortgages and bonds payable,
long-term contracts and capital lease obligations, employee pension and
retirement plan liabilities, and the noncurrent portion of deferred revenues.
The discussion in this chapter will be limited, however, to accounting proce-
dures relating to hospital bond issues.

Because many hospitals can no longer expect to obtain significant
amounts of new long-term funds from philanthropy, public subscription,
government grants, and other traditional sources, the only recourse is for the
hospital to borrow through bond issues and then to repay with internally
generated cash. The rapid increase in debt financing by hospitals in recent
years provides sufficient documentation on this matter. This practice, encour-
aged by various state laws that enable hospitals to issue tax-free revenue
bonds, naturally places a premium on superior financial management and its
accounting prerequisites. It is largely for these reasons that we devote this
chapter entirely to the subject of accounting for bonds payable.

Nature of Bonds Payable

The power of a hospital corporation to issue bonds arises in the corporation
laws of the state and is exercised by authorization of the governing board.
For state and municipal hospitals, bonded indebtedness also may require the
approval of a majority of citizens. Many states have created statutory author-
ity for issuing tax-exempt bonds to finance not-for-profit hospitals’ long-
term capital needs.
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The Bond Indenture
Bonds ordinarily are issued in $1,000 denominations referred to as face
value, or maturity value. The terms of a bond issue are spelled out in a con-
tract known as a bond indenture. It details the rights and obligations of the
bondholders and the hospital, names the agency that is to act as trustee to
protect the rights and enforce the covenants and obligations of both parties,
and describes the bonds as to security, interest rate, maturity date, and other
matters. Although bonds may be sold directly to the general public, invest-
ment bankers or a syndicate of brokerage firms who market the bonds on a
commission basis more often underwrite them.

Types of Bonds
Several different types of bonds may be issued by hospitals. Registered
bonds are those on which interest is paid only to “bondholders of record”
(that is, those whose holdings are recorded by the issuing hospital or its 
registrar agent). No record is kept of the owners of coupon bonds; rather,
interest on coupon bonds is paid to all bondholders who present the periodic
interest coupons that accompany the bond certificates. Serial bonds mature
in installments over a period of years, whereas a term bond issue matures on
a single fixed maturity date. Some bonds, at the option of the hospital, may
be callable at specified times on payment of a “call price” that usually is
higher than the face value of the bonds.

In addition, bonds may be either secured or unsecured. Secured
bonds, often known as mortgage bonds, involve pledging specific plant assets
under liens as security to bondholders. Hospital bond issues may also be
secured in the sense that payment of principal and/or interest may be 
guaranteed by a governmental authority or some parent organization. The
security for a hospital bond issue may also arise from the accumulation of a
bond sinking fund (a pool of resources earmarked for the payment of interest
charges and for the retirement of the bonds). In many instances, hospitals
have issued revenue bonds on which interest is paid from specified revenue
sources. Finally, hospitals having extremely high credit ratings may some-
times issue general obligation bonds that are secured only by the hospital’s
reputation and general financial resources. Unsecured bonds of this type are
called debentures.

The decision to issue bonds is a critical matter. All relevant factors must
be carefully considered and evaluated. It should be evident that the bond issue
is the most desirable means of obtaining the necessary long-term funds at rea-
sonable cost and on acceptable terms. There must be assurances that the debt
burden, periodic interest charges, and principal retirement will not lead to
financial embarrassment and endanger the hospital’s ability to meet its obliga-
tions to the community it serves. In all cases, the assistance of reputable pro-
fessional firms specializing in hospital financing should be obtained.
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Issuance of Bonds

When the hospital corporation issues bonds, it contracts to pay (1) the face
value of the bonds at a specified maturity date and (2) interest (expressed as
a percentage of face value) at periodic intervals, usually every six months.
This nominal, or coupon, interest rate is predetermined on the basis of expec-
tations concerning the rate of interest investors will demand at the time the
bonds are actually issued. The market rate of interest varies according to the
degree of credit risk, the term of the bonds, the supply-and-demand situation
for long-term money, and the taxability of the bond interest to investors,
among other factors.

Premium and Discount Prices
If the nominal interest rate should equal the market rate, the hospital’s bonds
will sell at face value. There often is a difference, however, between the nom-
inal and market rates of interest. Bonds sell at a premium (a price greater than
face value) if the nominal interest rate is higher than the market rate; they sell
at a discount (a price lower than face value) if they pay interest at a rate less
than the market rate. Thus, differences between the contractual and market
rates of interest are reflected in the prices investors are willing to pay for the
bonds, thereby eliminating the need to amend the bond contract. Because
issuing bonds at a discount or a premium is most common, we will discuss
only those two possibilities.

To illustrate the accounting procedures for bonds issued at a discount, let us
assume that Supercare Hospital issues $400,000 (face value) of 6 percent,
20-year bonds at 92.625 percent of face value, or $370,500, on August 1,
20X1. (Hospital bond issues generally are much larger amounts, but
$400,000 is a convenient amount for purposes of illustration.) These bonds
pay interest semiannually on April 1 and October 1. Semiannual interest pay-
ments are $12,000 ($400,000 × 6 percent × 6/12 months). The bonds are
dated April 1, 20X1, so the maturity date is 20 years later. Also assume that
bond issue costs amount to $17,700, which include sales commissions paid
to investment bankers, legal and accounting fees, registration and filing fees,
appraisal costs, and printing expenses.

As noted earlier, the bond certificates are dated April 1, 20X1, but the
hospital postponed the actual sale of the bonds until August 1, 20X1, to take
advantage of an expected decline in the market rate of interest. Assuming that
all of the bonds are sold on August 1, 20X1, the following entries are made
in the unrestricted fund accounts of the hospital:

Issuance at a
Discount
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Cash Receipts Journal
8/1/X1 Cash—general checking account $378,500

Unamortized bond discount 29,500
Accrued interest payable $ 8,000
Bonds payable 400,000

Issue of $400,000 of 6%, 20-year bonds:
Face value $400,000
Proceeds:

(92.625 % of 
$400,000) 370,500

Discount $  29,500
Proceeds (above) $370,500
Accrued interest:

($400,000 × 6% ×
4/12 months) 8,000

Total cash received $378,500

Voucher Register
8/1/X1 Unamortized bond issue costs $  17,700

Accounts payable $17,700
Voucher issued for payment of bond 
issue costs

Cash Disbursements Journal
8/1/X1 Accounts payable $ 17,700

Cash—general checking account $17,700
Check issued in payment of bond 
issue costs

If a balance sheet were prepared immediately after the bond issue, it
would present the bonds as a long-term liability of Supercare Hospital’s unre-
stricted fund in the following manner:

6% bonds payable $400,000
Less unamortized bond discount 29,500 $370,500

Thus, the unamortized bond discount is deducted from the face amount
of the outstanding bonds in the long-term liability section of the 
balance sheet. The unamortized bond issue costs of $17,700, on the other hand,
should be included in the noncurrent assets of the unrestricted fund in a “deferred
charges” or “other assets” category. Only the unamortized bond discount should
be shown in the contra liability position. It is never correct to classify the bond
discount as an asset. Finally, the balance sheet also would present the $8,000 of
accrued interest payable among the current liabilities of the hospital.
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When bonds are issued (sold) between interest payment dates, as these bonds
were, the issuing hospital collects accrued interest from the purchasers as a
part of the transaction. This procedure enables the hospital to pay a full six
months’ interest at each semiannual interest payment date, regardless of how
long individual bondholders may have held their bonds. It would be imprac-
tical for the hospital to try to compute the amount of interest actually due to
each bondholder at each interest payment date. Accrued interest settlements
are made between sellers and buyers of bonds at the trading date as an adjust-
ment of the price to be paid by the buyers.

When the nominal interest rate is higher than the market rate of interest, bonds
will be issued at a premium. Assume, for example, that Supercare Hospital issues
$400,000 (face value) of 9 percent, 20-year bonds at 108.85 percent of
$400,000, or $435,400, on August 1, 20X1. These bonds pay interest semian-
nually on April 1 and October 1, and are dated April 1, 20X1. Also assume that
bond issue costs amounted to $23,600. If all of the bonds are sold on August
1, 20X1, the following entries are made in the unrestricted fund accounts:

Cash Receipts Journal
8/1/X1 Cash—general checking account $447,400

Unamortized bond premium $  35,400
Accrued interest payable 12,000
Bonds payable 400,000

Issuance of $400,000 of 9% bonds:
Proceeds:

(108.85% of $400,000) $435,400
Face value 400,000
Premium $  35,400
Proceeds (above) $435,400
Accrued interest:

($400,000 × 9% ×
4/12 months) 12,000

Total cash received $447,400

Voucher Register
8/1/X1 Unamortized bond issue costs $  23,600

Accounts payable $  23,600
Voucher issued for payment of bond 
issue costs

Cash Disbursements Journal
8/1/X1 Accounts payable $  23,600

Cash—general checking account $ 23,600
Check issued in payment of bond 
issue costs

Issuing Bonds
Between 
Interest 
Payment Dates

Issuance at 
a Premium
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If a balance sheet were prepared immediately after the above bond
issue, it would present the bonds as a long-term liability of the unrestricted
fund in the following manner:

9% bonds payable $400,000
Add unamortized bond premium 35,400 $435,400

Note that unamortized bond premium is added to the face amount of
bonds outstanding, whereas unamortized bond discount was deducted in the
previous illustration. The balance sheet also will include the unamortized
bond issue costs of $23,600 in a noncurrent “deferred charges” or “other
assets” classification and will report the $12,000 of accrued interest payable
among the current liabilities.

Bond Interest and Amortization

The amount of bond interest expense to be recorded each month is influ-
enced by the premium or discount recorded at the time the bonds are issued.
Amortization of bond discount is regarded as an addition to periodic inter-
est expense, whereas the amortization of bond premium is treated as a reduc-
tion of interest expense. This system is followed to obtain at least a rough
approximation of the effective (actual) interest cost of the bonds. In practice,
bond discount and premium may be amortized (allocated) evenly through-
out the life of the bond issue by application of the straight-line, or average,
method. (A theoretically superior procedure, called the compound-interest or
effective-yield method, is also used in actual practice.) Bond issue costs are 
usually amortized to expense by application of the straight-line method.

Interest and Discount
Refer to the Issuance at a Discount discussion earlier in this chapter, where
the proceeds of the $400,000, 6 percent bond issue amount to only
$370,500. The resulting $29,500 of bond discount should be amortized by
charges to interest expense over the 236-month life of the bond issue: the
236 months between the issue date and the maturity date. The idea is that,
because the hospital received only $370,500 but must repay $400,000 at
maturity, the $29,500 represents a cost that is properly allocable to the
period that presumably benefits from the resources the bond issue provided.
It is a matter of cost allocation and of matching costs and revenues on a peri-
odic basis. A similar procedure applies to the $17,700 of bond issue costs.

At the end of each of the 236 months during which the bonds will be
outstanding, adjusting entries will be made to amortize $125 ($29,500 ÷ 236
months) of bond discount and $75 ($17,700 ÷ 236 months) of bond issue
costs. The required entries for August 31, 20X1, will illustrate the procedure:
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General Journal
8/31/X1 Bond interest expense $  2,125

Unamortized bond discount $   125
Accrued interest payable 2,000

Accrual of monthly bond interest 
expense, including amortization of
bond discount:

Nominal interest:
($400,000 × 6% ×
1/12 months) $2,000

Discount amortization:
($29,500 ÷ 236 months) 125

Monthly interest expense $2,125

8/31/X1 Amortization of bond issue costs $       75
Unamortized bond issue costs $       75

Monthly amortization of bond issue costs 
($17,700 ÷ 236 months)

Notice that the amortization of bond discount is a part of the debit to
bond interest expense, which roughly approximates the effective monthly
interest cost. Amortization of bond issue costs, however, is charged to a sep-
arate expense account. Such costs, being in the nature of prepaid expenses,
should not be confused or combined with bond discount.

The same entries, of course, will be made on September 30, 20X1.
Then, on October 1, 20X1, when Supercare Hospital pays six months’ interest
on the bonds, the interest payment entries are as follows:

Voucher Register
10/1/X1 Accrued interest payable $12,000

Accounts payable $12,000
Voucher for payment of semiannual 
bond interest

Cash Disbursements Journal
10/1/X1 Accounts payable $12,000

Cash—general checking account $12,000
Checks issued to pay semiannual bond 
interest

Recall that the accrued interest payable account was credited for
$8,000 in the bond issue entry on August 1, 20X1, and was credited for
$2,000 on August 31 and again on September 30, 20X1, in the month-end
adjusting entries. The resulting credit balance of $12,000 is eliminated by the
debit in the preceding voucher register entry of October 1, 20X1.
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You also should recognize that the entire $29,500 of bond discount
and the $17,700 of bond issue costs will have been charged to expense by the
maturity date of the bonds. So, when the maturity date arrives and the bonds
are retired, the entries are as follows:

Voucher Register
4/1/XX Bonds payable $400,000

Accounts payable $400,000
Voucher issued for retirement of bonds

Cash Disbursements Journal
4/1/XX Accounts payable $400,000

Cash—general checking account $400,000
Checks issued to retire bonds

In certain circumstances, all or part of a bond issue may be retired prior
to its normal maturity date. This matter will be pursued later in this chapter.

Let us return for a moment to 20X1 and summarize all the entries that are
made during the year for the $400,000 bond issue. These 20X1 entries are
summarized in the general ledger accounts presented in Figure 20.1. Take
note of the year-end account balances. The 20X1 statement of operations of
Supercare Hospital will report $10,625 of bond interest expense and $375
of bond issue cost amortization (an expense). The December 31, 20X1, bal-
ance sheet will present the bonds as a long-term liability as follows:

6% bonds payable $400,000
Less unamortized bond discount 28,875 $ 371,125

This balance sheet also will report $17,325 of unamortized bond issue
costs as an asset and $6,000 of accrued interest payable as a current liability.

Interest and Premium
Refer to Issuance at a Premium earlier in this chapter, where the proceeds of the
$400,000, 9 percent bond issue amount to $435,400. At the end of each of the
236 months during which the bonds will be outstanding, adjusting entries such
as the following will be made to amortize $150 ($35,400 ÷ 236 months) of
bond premium and $100 ($23,600 ÷ 236 months) of bond issue costs:

General Journal
8/31/X1 Bond interest expense $    2,850

Unamortized bond premium 150
Accrued interest payable $    3,000

Accrual of monthly bond interest 
expense and premium amortization:

Summary of
Entries During

Year of Bond
Issuance
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FIGURE 20.1
Accounting for
Bonds Issued 
at a Discount

Cash–General Unamortized Bond
Checking Account Issue Costs Accounts Payable

(1) 378,500 (3) 17,700 (2) 17,700 (5) 75 (3) 17,700 (2) 17,700
(9) 12,000 (7) 75 (9) 12,000 (8) 12,000

(11) 75
(13) 75
(15) 75

Bal. 17,325

Unamortized Bond
Accrued Interest Payable Bonds Payable Discount
(8) 12,000 (1) 8,000 (1) 400,000 (1) 29,500 (4) 125

(4) 2,000 (6) 125
(6) 2,000 (10) 125
(10) 2,000 (12) 125
(12) 2,000 (14) 125
(14) 2,000 Bal. 28,875
Bal. 6,000

Amortization of Bond
Bond Interest Expense Issue Costs

(4) 2,125 (5) 75
(6) 2,125 (7) 75
(10) 2,125 (11) 75
(12) 2,125 (13) 75
(14) 2,125 (15) 75
Bal. 10,625 Bal. 375

Posting references:
(1) 8/1/X1 bond issue—cash receipts journal
(2) 8/1/X1 payment of bond issue costs—voucher register
(3) 8/1/X1 payment of bond issue costs—cash disbursements journal
(4) 8/31/X1 interest accrual and discount amortization—general journal
(5) 8/31/X1 amortization of issue costs—general journal
(6) 9/30/X1 interest accrual and discount amortization—general journal
(7) 9/30/X1 amortization of issue costs—general journal
(8) 10/1/X1 payment of semiannual interest—voucher register
(9) 10/1/X1 payment of semiannual interest—cash disbursements journal
(10) 10/31/X1 interest accrual and discount amortization—general journal
(11) 10/31/X1 amortization of issue costs—general journal
(12) 11/30/X1 interest accrual and discount amortization—general journal
(13) 11/30/X1 amortization of issue costs—general journal
(14) 12/31/X1 interest accrual and discount amortization—general journal
(15) 12/31/X1 amortization of issue costs—general journal
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Nominal interest:
($400,000 × 9% ×
1/12 months) $    3,000

Premium amortization:
($35,400 ÷ 236 months) 150

Monthly interest expense $    2,850

8/31/X1 Amortization of bond issue costs $       100
Unamortized bond issue costs $    100

Monthly amortization of bond issue costs 
($23,600 ÷ 236 months)

Notice that the amortization of bond premium reduces the amount to
be debited to bond interest expense to obtain an approximation of the true
monthly interest cost.

The same entries, of course, will be made on September 30, 20X1. Then, on
October 1, 20X1, when Supercare Hospital pays six months’ interest on the
bonds, the interest payment entries are as follows:

Voucher Register
10/1/X1 Accrued interest payable $  18,000

Accounts payable $18,000
Voucher issued for payment of semiannual
bond interest: ($400,000 × 9% ×
6/12 months)

Cash Disbursements Journal
10/1/X1 Accounts payable $ 18,000

Cash—general checking account $18,000
Checks issued to pay semiannual bond 
interest

Following this, the previously described monthly adjusting entries will
be made on October 31, November 30, and December 31, 20X1. All the
20X1 entries for the $400,000 of 9 percent bonds issued at a premium are
summarized in Figure 20.2.

Notice the year-end balances in Figure 20.2. The December 31, 20X1, bal-
ance sheet will present the bonds as a long-term liability as follows:

9% bonds payable $400,000
Add unamortized bond premium 34,650 $434,650

This balance sheet also will report $23,100 of unamortized bond
issue costs as an asset and $9,000 of accrued interest payable as a current

Interest 
Payment

Entries

Bonds Issued
at Premium

Reported as
Long-Term 

Liability

                     



Chapter  Twenty:  Long-Term L iabi l i t ies 387

FIGURE 20.2
Accounting for
Bonds Issued 
at a Premium

Cash–General Unamortized Bond
Checking Account Issue Costs Accounts Payable

(1) 447,400 (3) 23,600 (2) 23,600 (5) 100 (3) 23,600 (2) 23,600
(9) 18,000 (7) 100 (9) 18,000 (8) 18,000

(11) 100
(13) 100
(15) 100

Bal. 23,100

Unamortized Bond
Accrued Interest Payable Bonds Payable Premium

(8) 18,000 (1) 12,000 (1) 400,000 (4) 150 (1) 35,400
(4) 3,000 (6) 150
(6) 3,000 (10) 150
(10) 3,000 (12) 150
(12) 3,000 (14) 150
(14) 3,000 Bal. 34,650
Bal. 9,000

Amortization of Bond
Bond Interest Expense Issue Costs

(4) 2,850 (5) 100
(6) 2,850 (7) 100
(10) 2,850 (11) 100
(12) 2,850 (13) 100
(14) 2,850 (15) 100
Bal. 14,250 Bal. 500

Posting references:
(1) 8/1/X1 bond issue—cash receipts journal
(2) 8/1/X1 payment of bond issue costs—voucher register
(3) 8/1/X1 payment of bond issue costs—cash disbursements journal
(4) 8/31/X1 interest accrual and premium amortization—general journal
(5) 8/31/X1 amortization of issue costs—general journal
(6) 9/30/X1 interest accrual and premium amortization—general journal
(7) 9/30/X1 amortization of issue costs—general journal
(8) 10/1/X1 payment of semiannual interest—voucher register
(9) 10/1/X1 payment of semiannual interest—cash disbursements journal
(10) 10/31/X1 interest accrual and premium amortization—general journal
(11) 10/31/X1 amortization of issue costs—general journal
(12) 11/30/X1 interest accrual and premium amortization—general journal
(13) 11/30/X1 amortization of issue costs—general journal
(14) 12/31/X1 interest accrual and premium amortization—general journal
(15) 12/31/X1 amortization of issue costs—general journal
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liability. The 20X1 statement of operations of Supercare Hospital will
report $14,250 of bond interest expense and $500 of bond issue cost
amortization (an expense).

Early Extinguishment of Debt

The normal retirement of term bonds at the scheduled maturity date was
illustrated earlier. Let us examine here the procedure to follow when term
bonds are reacquired and retired prior to the scheduled retirement date.
Accounting for the refunding of bond issues—that is, the replacement of an
outstanding bond issue with a new bond issue—and for the operation of
bond sinking funds, however, will not be covered in this book.

A hospital may sometimes reacquire its own bonds in the market prior
to maturity when bond prices and other factors make such action desirable.
To illustrate, refer to the facts of the earlier example in which a $400,000
bond issue is sold at a premium on August 1, 20X1. Assume also that Super-
care Hospital reacquires $80,000 (face value) of these bonds at 98 percent
and accrued interest on June 1, 20X7, with brokerage and other reacquisi-
tion costs of $115 being paid. At the reacquisition date, the relevant accounts
on the hospital’s books have the following balances:

Accrued interest payable ($3,000 × 2 months) $ 6,000 Cr.
Bonds payable 400,000 Cr.
Unamortized bond premium 24,900 Cr.
($35,400) – ($150 × 70 months)
Unamortized bond issue costs 16,600 Dr.
($23,600) – ($100 × 70 months)

The 70 months used in these computations of account balances are
the number of months between the bond issue date (August 1, 20X1) and
the bond reacquisition date (June 1, 20X7).

Recording a Reacquisition of Bonds
The entry to record the reacquisition requires the recognition of a gain (or loss)
measured by the difference between the amount paid for the reacquired bonds
(exclusive of accrued interest) and their book value at the date of reacquisition.
The book value of the bonds reacquired and retired is computed as follows:

Book value of all bonds outstanding:
Face value $400,000
Unamortized premium 24,900
Unamortized issue costs (16,600)

Total $408,300
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Percentage of bonds reacquired:
($80,000 ÷ $400,000) .20
Book value of bonds reacquired $  81,660

Journal Entries for Bond Retirement
The amount paid (exclusive of interest) to reacquire these bonds is $78,515 (98
percent of $80,000, plus $115 of brokerage fees and other costs of reacquisition).
So, the gain on the reacquisition is $3,145 ($81,660 – $78,515). The necessary
entries to record the reacquisition and retirement of the bonds are the following:

Voucher Register
6/1/X7 Bonds payable $80,000

Accrued interest payable 1,200
Unamortized bond premium 4,980

Unamortized bond issue costs $    3,320
Gain on reacquisition of bonds 3,145
Accounts payable 79,715

Voucher issued for reacquisition 
and retirement 20% of bond issue:

Face value 
(20% of $400,000) $80,000

Unamortized premium:
(20% of $24,900) 4,980

Unamortized issue costs: 
(20% of $16,600) (3,320)

Book value of bonds 
reacquired $ 81,660

Reacquisition cost:
(98% of $80,000) $78,400

Brokerage fees 115
Total 78,515
Accrued interest: 

(20% of $6,000) 1,200
Cash disbursement $ 79,715

Cash Disbursements Journal
6/1/X7 Accounts payable $ 79,715

Cash—general checking account $79,715
Check issued for reacquisition and 
retirement of 20% of bond issue

After this reacquisition, accounting continues as before until maturity
with respect to the remaining $320,000 of bonds. The monthly amount of
amortization and interest, however, will be reduced by 20 percent. The
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monthly interest expense will be $2,280, monthly premium amortization
will be $120, and monthly amortization of bond issue costs will be $80
(rather than $2,850, $150, and $100, respectively). Similarly, the monthly
addition to accrued interest payable will be $2,400 ($320,000 × 9 percent
× 1/12 months).

Reporting Gains and Losses on Early Retirement of Bonds
It should be noted that gains and losses on the early extinguishment of debt
are reported in the statement of operations as extraordinary items. A simpli-
fied illustration of the presentation follows:

Revenues (assumed) $800,000
Less expenses (assumed) (750,000)
Income before extraordinary items 50,000
Add extraordinary gain (disclosed details) 3,145
Excess of revenues over expenses for the year $ 53,145

Serial Bonds

The illustrations prior to this point have assumed that the bonds in question
have been term bonds—that is, that all bonds in the issue have the same matu-
rity date. Some hospital bond issues, however, are serial bonds that mature in
periodic installments. To illustrate, assume a simplified case in which Supercare
Hospital issues $400,000 of 5 percent serial bonds on January 1, 20X1, at 94
percent. These bonds pay interest annually on January 1, and mature at the rate
of $80,000 annually, starting January 1, 20X2. Issue costs were $14,400.

The Bonds Outstanding Method of Amortization
Figure 20.3 summarizes annual discount amortization and bond interest
expense as computed by the “bonds outstanding” method. This method,

Bonds Bond Discount 5% Nominal Interest
Year Outstanding Fraction Discount Amortization Interest Expense

20X1 $  400,000 40/120 $24,000 $ 8,000 $20,000 $28,000
20X2 320,000 32/120 24,000 6,400 16,000 22,400
20X3 240,000 24/120 24,000 4,800 12,000 16,800
20X4 160,000 16/120 24,000 3,200 8,000 11,200
20X5 80,000 8/120 24,000 1,600 4,000 5,600

$1,200,000 $24,000 $60,000 $84,000

Fraction × Bond discount = Discount amortization
Discount amortization + 5% nominal interest = Interest expense

FIGURE 20.3
Summary of

Discount
Amortization
and Interest

Expense, Bonds
Outstanding

Method
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rather than the straight-line method described earlier in this chapter, is used
because the face amount of bonds outstanding each year varies. It provides
for an amortization pattern that corresponds to the amount of bonds out-
standing. Bond issue costs are amortized in the same pattern.

To illustrate the entries to be made for serial bonds, let us assume that
Supercare Hospital makes entries for amortization and interest accruals only
once each year on December 31. All of the necessary entries for 20X1 are
summarized in Figure 20.4 on page 392.

Questions

Q20.1. How are current and long-term liabilities different?
Q20.2. Briefly identify each of the following:

a. Bond indenture
b. Registered bond
c. Coupon bond
d. Serial bond
e. Term bond
f. Secured bond
g. Revenue bond
h. Debentures

Q20.3. How should unamortized bond discount, unamortized bond pre-
mium, and unamortized bond issue costs be presented in the hos-
pital’s balance sheet?

Q20.4. On January 1, 20X1, a hospital issued serial bonds with a total
face value of $1 million. These bonds mature annually in
$200,000 amounts, beginning January 1, 20X2. Indicate how
these bonds should be presented in the hospital balance sheet as
of December 31, 20X1.

Q20.5. A hospital bond issue, dated April 1, 20X1, is actually issued for
cash on June 1, 20X1. The purchasers of these bonds will pay the
hospital for two months of accrued interest. Why?

Q20.6. Distinguish between the nominal (or coupon) rate of interest and
the effective rate of interest for a hospital bond issue.

Q20.7. For what reasons might a hospital bond issue sell at a price that is
higher or lower than face value?

Q20.8. If a hospital bond issue is sold at a discount, will the monthly
charge to bond interest expense be greater or less than the nomi-
nal amount of interest per month? Explain your answer.

Q20.9. A hospital bond issue is sold at a premium on January 1, 20X1.
Interest on the bonds is payable annually on December 31. Will
the annual interest expense recorded on the hospital’s books be 
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Cash Receipts Journal
1/1/X1 Cash—general checking account $376,000

Unamortized bond discount 24,000
Bonds payable $400,000

Issuance of 5% serial bonds

Voucher Register
1/1/X1 Unamortized bond issue costs $   14,400

Accounts payable $  14,400
Voucher issued for payment of bond 
issue costs

Cash Disbursements Journal
1/1/X1 Accounts payable $   14,400

Cash—general checking account $  14,400
Check issued for payment of bond 
issue costs

General Journal
12/31/X1 Bond interest expense $  28,000

Unamortized bond discount $    8,000
Accrued interest payable 20,000

Accrual of bond interest expense and 
amortization of bond discount:

Nominal interest: 
(5% of $400,000) $  20,000
Discount amortization: 
($24,000 × [40 ÷ 120]) 8,000
20X1 interest expense $  28,000

12/31/X1 Amortization of bond issue costs $    4,800
Unamortized bond issue costs $    4,800

Amortization of bond issue costs for 20X1
($14,400 × [40 ÷ 120])

Voucher Register
1/1/X2 Accrued interest payable $  20,000

Bonds payable 80,000
Accounts payable $100,000

Vouchers issued for payment of 20X1 
accrued interest and for retirement 
of bonds due 1/1/X2

Cash Disbursements Journal
1/1/X2 Accounts payable $ 100,000

Cash—general checking account $100,000
Checks issued for payment of 20X1 
accrued interest and for retirement 
bonds due 1/1/X2

FIGURE 20.4
Entries for 
Serial Bonds

Continued
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greater or less than the amount of annual interest actually paid to
the bondholders? Explain your answer.

Q20.10. If the market rate of interest is higher than the nominal (or
coupon) rate of interest specified in a hospital bond issue, will the
hospital’s bonds sell at a price that is higher or lower than face
value? Explain your answer.

Exercises

E20.1. On January 1, 20X1, Sandy Hospital issued 500 of its 9 percent,
$1,000 bonds at a rate of 95 percent. Interest is payable semiannu-
ally on July 1 and January 1, and the bonds mature in ten years.
The hospital paid bond issue costs of $20,000.
Required: What amount of long-term debt should be reported for
the bonds in the hospital’s December 31, 20X1 balance sheet?

E20.2. On January 1, 20X1, Skippy Hospital issued 2,000 of its 10 percent,
$1,000 bonds for $2,080,000. These bonds mature in ten years, but
were callable at 101 percent any time after December 31, 20X5.
The interest is payable semiannually on July 1 and January 1. On
July 1, 20X6, the hospital called all of the bonds and retired them.
Required: What was the gain (loss) on this early extinguishment
of debt?

E20.3. On January 1, 20X1, Sally Hospital issued $500 of 8 percent, five-
year serial bonds at 94 percent. The bonds mature at the rate of

General Journal
12/31/X2 Bond interest expense $22,400

Unamortized bond discount $ 6,400
Accrued interest payable 16,000

Accrual of bond interest and 
amortization of bond discount:

Nominal interest: 
(5% of $320,000) $ 16,000
Discount amortization:
($24,000 × [32 ÷ 120]) 6,400
20X2 interest expense $22,400

12/31/X2 Amortization of bond issue costs $ 3,840
Unamortized bond issue costs $ 3,840

Amortization of bond issue costs for 20X2
($14,400 × [32 ÷ 120])

FIGURE 20.4
(Continued)
Entries for 
Serial Bonds
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$100 annually, beginning January 1, 20X2. Interest is payable
annually on January 1.
Required: What is the amount of 20X2 bond interest expense?

E20.4. On October 1, 20X1, Scott Hospital issued $1,000 (face value) of
7.2 percent, five-year term bonds at 100 percent and accrued inter-
est. Issue costs were $55. Interest is payable semiannually, on May 1
and November 1, and the bonds mature on May 1, 20X6. On Janu-
ary 1, 20X2, $250 (face value) of these bonds were reacquired at
104 percent and accrued interest.
Required: What was the gain (loss) on the reacquisition of the bonds?

E20.5. On September 1, 20X1, Stepout Hospital issued $4,000 (face value)
of five-year, 9.6 percent bonds at 111 percent and accrued interest.
Interest is payable semiannually, on April 1 and October 1, and the
bonds mature on April 1, 20X6. On February 1, 20X2, $1,000 of
these bonds are reacquired at 108 percent and accrued interest.
Required: What was the gain (loss) on the reacquisition of the bonds?

E20.6. On September 1, 20X1, Stepup Hospital issued $4,000 (face value)
of five-year, 4.8 percent bonds at 94.5 percent and accrued interest.
Interest is payable semiannually on April 1 and October 1, and the
bonds mature on April 1, 20X6.
Required: What is the 20X1 bond interest expense?

Problems

P20.1. Saltville Hospital issued $1 million of five-year, 6 percent bonds at
100 percent and accrued interest on August 1, 20X1. Issue costs
were $56,000. Interest is payable semiannually, on April 1 and
October 1. The maturity date of the bonds is April 1, 20X6. On
February 1, 20X2, $200,000 of these bonds are reacquired at 98
percent and accrued interest.
Required: Prepare entries to record all matters relating to the bond
issue from August 1, 20X1, through February 1, 20X2.

P20.2. Saltick Hospital issued $500,000 (face value) of 6 percent, ten-year
bonds at 97.7 percent and accrued interest on October 1, 20X1.
Bond issue costs amounted to $20,700. The bonds, dated May 1,
20X1, pay interest semiannually on May 1 and November 1. The
hospital’s fiscal year ends on December 31. On January 1, 20X2,
the hospital reacquires 20 percent of these bonds by purchase in
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the open market at 92 percent and accrued interest, with brokerage
and other reacquisition costs of $280 being paid.
Required: (1) Prepare a chart, such as the one in Figure 20.1,
showing entries for all matters relating to this bond issue through
December 31, 20X1. (2) Indicate how all matters relating to this
bond issue should be presented in the hospital’s 20X1 financial
statements. (3) Prepare the necessary entry to record the reacquisi-
tion of 20 percent of the bonds on January 1, 20X2. (4) Compute
the amount of bond interest expense for January 20X2.

P20.3. Salty Hospital issued $500,000 (face value) of 6 percent, ten-year
bonds at 102.3 percent and accrued interest on October 1, 20X1.
Bond issue costs amounted to $16,100. The bonds, dated May 1,
20X1, pay interest semiannually on May 1 and November 1. The
hospital’s fiscal year ends on December 31. On January 1, 20X2,
the hospital reacquires 20 percent of these bonds by purchase in
the open market at 101 percent and accrued interest, with broker-
age and other reacquisition costs of $260 being paid.
Required: (1) Prepare a chart, such as the one in Figure 20.2,
showing entries for all matters relating to this bond issue through
December 31, 20X1. (2) Indicate how all matters relating to this
bond issue should be presented in the hospital’s 20X1 financial
statements. (3) Prepare the necessary entry to record the reacquisi-
tion of 20 percent of the bonds on January 1, 20X2. (4) Compute
the amount of bond interest expense for January 20X2.

P20.4. Saltrock Hospital issued $500,000 (face value) of 6 percent serial
bonds on January 1, 20X1, at 94 percent. These bonds pay interest
annually on January 1 and mature at the rate of $100,000 annually,
starting January 1, 20X2. Issue costs amounted to $15,000. The
hospital’s fiscal year ends on December 31, at which time annual
entries are made for amortization and accruals.
Required: (1) Prepare a table, such as the one illustrated in Figure
20.3, to summarize discount amortization and interest expense
for the 20X1–20X5 period. (2) Prepare the necessary entries for
20X1 and 20X2 only. (3) Indicate how all matters relating to
these bonds should be presented in the hospital’s 20X2 financial
statements.

P20.5. Saltmine Hospital issued $600,000 (face value) of 8 percent serial
bonds on January 1, 20X1, at 106 percent. These bonds pay interest
annually on January 1 and mature at the rate of $120,000 annually,
starting January 1, 20X2. Issue costs amounted to $18,000. The

         



HFMA’s Introduction to Hospital  Accounting396

hospital’s fiscal year ends on December 31, at which time annual
entries are made for amortization and accruals.
Required: (1) Prepare a table, such as the one in Figure 20.3, to sum-
marize premium amortization and interest expense for the
20X1–20X5 period. (2) Prepare the necessary journal entries for 20X1
and 20X2 only. (3) Indicate how all matters relating to these bonds
should be presented in the hospital’s 20X2 financial statements.

P20.6. Saltless Hospital issued $600,000 (face value) of 6 percent, ten-year
bonds at 94 percent and accrued interest on June 1, 20X1. Bond
issue costs were $18,000. The bonds, dated June 1, 20X1, pay
interest annually on June 1. The hospital’s fiscal year ends on
December 31. On January 1, 20X3, Saltless Hospital reacquires
$150,000 (face value) of these bonds by purchase in the open mar-
ket at 90 percent and accrued interest, with brokerage and other
reacquisition costs of $300 being paid.
Required: Prepare the necessary journal entries at (1) June 1, 20X1;
(2) June 30, 20X1; (3) June 1, 20X2; and (4) January 1, 20X3.
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21
CHAPTER

STATEMENT OF CASH FLOWS

A statement of operations presents the results of a hospital’s operations in
terms of revenues earned and expenses incurred during a given time period.
The balance sheet presents the hospital’s financial position in terms of the
assets, liabilities, and net assets existing at a given point in time. The state-
ment of changes in net assets provides a summary analysis of the factors caus-
ing increases and decreases in the individual net assets balances over a given
period of time. For many years, these three financial statements were consid-
ered sufficient for the purposes of external financial reporting.

In 1971, the American Institute of Certified Public Accountants
required that a fourth statement (a statement of changes in financial position)
be included in the external reporting of the financial affairs and activities of
an economic enterprise (see FASB Opinion No. 19, “Reporting Changes in
Financial Position” [New York: AICPA, 1971]). This position subsequently
was affirmed and specifically made applicable to hospital financial reporting
by the Institute’s Committee on Health Care Institutions (see Hospital
Audit Guide [New York: AICPA, 1978], p. 38). The statement of changes in
financial position generally was designed to present the sources and uses of
working capital during a given period of time within the unrestricted (gen-
eral) fund. In some instances, the statement was presented in a cash (or cash
equivalents) format rather than in a working capital format.

In the late 1980s, the FASB issued Statement No. 95, which super-
sedes FASB Opinion No. 19. Statement 95 requires all business enterprises
to include a statement of cash flows (SCF), rather than a statement of
changes in financial position, as an essential component of a complete set of
financial statements. The AICPA Health Care Committee made Statement
No. 95 applicable to not-for-profit healthcare entities as well in the AICPA
Audit and Accounting Guide for Health Care Organizations (1996). In this
chapter, we examine the nature of this required statement and illustrate the
procedures for its preparation.

Nature of the Statement of Cash Flows

Comparative statements of operations and balance sheets for Hopeful 
Hospital are presented in Figures 21.1 and 21.2. (The changes in the unre-
stricted net assets are assumed to consist only of net income as shown within
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the net assets section of the balance sheets. Consequently, a separate state-
ment of changes in net assets is not presented here.)

What the Statements Reveal
Clearly, these statements provide a considerable amount of important infor-
mation concerning the operating results and financial position of the hospi-
tal. Intelligent decision making, whether by the hospital’s management or by
interested external parties, requires such information. Is the information pro-
vided in these statements alone sufficient to the needs of management and
external users? Is the information complete? Does it clearly reflect all signifi-
cant operating, investing, and financing activities of the hospital during 20X1
and 20X2? Do statements of operations and balance sheets alone adequately
disclose the flow of cash resources into and out of the hospital enterprise? In
each instance, the answer is no.

Certain important aspects of the operating, financing, and investing
activities of Hopeful Hospital are not disclosed by or made clearly apparent
from an examination of its statement of operations and balance sheets alone.
For example, consider the following information drawn from the balance
sheets in Figure 21.2:

20X2 20X1

Gross patient services revenues $9,490 $8,870
Less deductions from revenues 890 780

Net patient services revenues 8,600 8,090
Other operating revenues 633 519

Total operating revenues 9,233 8,609

Less operating expenses:
Nursing services 3,188 2,995
Other professional services 2,030 1,920
Administrative services 3,070 2,910
Depreciation 540 465
Bad debt 0 0
Other operating expenses 315 292

Total operating expenses 9,143 8,582

Operating income 90 27
Nonoperating income, net 195 154

Excess of revenues over expenses $   285 $    181

FIGURE 21.1
Hopeful 
Hospital 

Comparative
Statement of
Operations,
Years Ended

December 31,
20X2, and 20X1

(Non-GAAP)
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20X2 20X1
Long-term investments $1,010 $600

One might conclude from this presentation that new long-term
investments costing $410 were purchased during 20X2. As you will shortly
see, however, Hopeful Hospital purchased new long-term investments cost-
ing $450 and sold long-term investments (which had cost $40) for $49.
Thus, the apparent $410 increase in long-term investments actually is the net
difference between the costs of investments purchased and sold during 20X2.

20X2 20X1

Assets
Cash $   124 $   280
Accrued interest receivable 45 30
Accounts receivable, net of allowance for 
uncollectible accounts of $210 at 12/31/X2 
and $160 at 12/31/X1 1,536 1,340
Inventory 175 140
Prepaid expenses 32 40

Total current assets 1,912 1,830

Long-term investments 1,010 600
Plant assets, net of accumulated 
depreciation of $1,850 at 12/31/X2 and 
$1,340 at 12/31/X1 5,250 4,920

Total assets $8,172 $7,350

Liabilities and Net Assets
Accounts payable $  302 $   370
Accrued expenses payable 208 220
Deferred revenues 77 60

Total current liabilities 587 650

Bonds payable 3,000 2,400

Total liabilities 3,587 3,050

Net assets, 1/1 4,300 4,119
Add net income for the year 285 181

Net assets, 12/31 4,585 4,300

Total liabilities and net assets $8,172 $7,350

FIGURE 21.2
Hopeful 
Hospital 
Comparative 
Balance Sheets—
Unrestricted 
Net Assets,
December 31,
20X2, and 20X1
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Similar offsetting transactions typically are found in many of the other
balance sheet accounts. These offsetting transactions, however, ordinarily are
not determinable from the information provided in the balance sheet and
statement of operations alone. If these financial statements are not to be mis-
leading, such “hidden” information must be fully disclosed in some manner.

Purpose of the Statement of Cash Flows
The necessary disclosure is accomplished through the preparation of a state-
ment of cash flows. It provides a summary of all significant cash flows relat-
ing to the operating, financing, and investing activities of the hospital. As
noted above, many of these cash flows simply are not readily determinable (if
at all) through an examination of balance sheet and statement of operations
information alone.

Cash flow information has important implications for the hospital’s
creditors, reimbursement and planning agencies, and other external groups, as
well as for internal management decisions. It can be used in estimating the
cash flows that will be generated in the future and the growth potential of the
hospital in terms of its ability to pay its existing obligations, finance expansion,
and meet added indebtedness. Cash flow information also may indicate the
need for external financing and clarify the difference between net income and
cash flow from operating activities. The statement of cash flows is most use-
ful, of course, when presented in comparative form for two or more years.

It should be noted that the term “cash,” in the context of the state-
ment of cash flows, is defined as cash plus cash equivalents—that is, short-
term investments that are highly liquid, readily marketable, and convertible
into definitely known amounts of cash. Some examples of cash equivalents
include demand deposits in bank savings accounts, commercial paper, treas-
ury bills, and money market funds. Generally, only investments in securities
having original maturities of three months or less should be classified as cash
equivalents. It also should be understood that the statement of cash flows
should present the gross amounts of both cash receipts and cash disburse-
ments from the hospital’s operating, investing, and financing activities.

Categories of Cash Flows
In the statement of cash flows, cash receipts and cash disbursements are clas-
sified into three categories: operating activities, investing activities, and
financing activities. The types of cash flow transactions to be reported in each
of these three categories are indicated at a later point in this chapter.

Illustration Data

Figure 21.3 presents a summary of the financial activity of Hopeful Hospital
for the year ended December 31, 20X2. This summary worksheet begins
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with the December 31, 20X1, postclosing balances you saw earlier in the hos-
pital’s December 31, 20X1, balance sheet (Figure 21.2). The following two
columns of the worksheet provide a summary of the 20X2 transactions; the
next two columns show the adjustments required at the end of 20X2, and the
last two columns contain the preclosing account balances at the end of 20X2.
These preclosing balances appeared in the hospital’s 20X2 financial state-
ments illustrated in Figures 21.1 and 21.2.

To assist you in your study of this worksheet, the 20X2 transactions
and adjustments are presented here in general journal form:

(1) Accounts receivable $ 9,490
Patient services revenues $ 9,490

Gross revenues from services to patients

(2) Cash 8,404
Deductions from revenues 840

Accounts receivable 9,244
Revenue deductions and cash collections 

on patients’ accounts

(3) Cash 49
Gain on sale of investments 9
Long-term investments 40

Sale of long-term investments (cost: $40) 
for $49

(4) Cash 54
Loss on sale of plant assets 16
Accumulated depreciation 30

Plant assets 100
Sale of plant assets (cost: $100; 
accumulated depreciation: $30) for $54

(5) Cash 3,830
Other operating revenues 650
Nonoperating revenues 180
Bonds payable 3,000

Other cash receipts, including proceeds 
from new 6% bond issue

(6) Nursing services expenses 3,000
Other professional services expenses 1,900
Administrative services expenses 2,500
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Other operating expenses 300
Accounts payable 7,700

Vouchers issued for operating expenses 
(including employee salaries and wages 
of $4,500) other than supplies

(7) Inventories 935
Long-term investments 450
Plant assets 940
Bonds payable 2,400

Accounts payable 4,725
Other vouchers issued for purchase 
of inventory, purchase of long-term 
investments, purchase of plant assets, 
and retirement of 7% bonds

(8) Accounts payable 12,493
Cash 12,493

Checks issued in payment of 
vouchers issued for employee 
salaries and wages, and all vouchers 
recorded in entry (7) above

(9) Nursing services expenses 200
Other professional services expenses 130
Administrative services expenses 570

Inventory 900
Cost of supplies used

(10) Depreciation expense 540
Accumulated depreciation 540

Depreciation expense for 20X2

(11) Accrued interest receivable 15
Nonoperating revenues 15

Adjustment for increase in 
accrued interest receivable

(12) Deductions from revenues 50
Allowance for uncollectible accounts 50

Adjustment for required increase in allowance 
for uncollectible accounts
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(13) Other operating expenses 8
Prepaid expenses 8

Adjustment for decrease in prepaid expenses

(14) Accrued expenses payable 12
Nursing services expenses 12

Adjustment for decrease in accrued expenses 
(assuming that expense items are nonlabor and 
relate solely to nursing services)

(15) Other operating revenues 17
Deferred revenues 17

Adjustment for increase in balance of deferred revenues

Recognize that certain liberties have been taken in these entries in an
effort to simplify and reduce the size of the illustration. It is assumed, for
example, that there were no accrued salaries and wages payable either at the
beginning or end of 20X2. As you trace the journal entries through the work-
sheet (See Figure 21.3), however, you should concern yourself only with
acquiring a general knowledge of Hopeful Hospital’s 20X2 financial activities.

Equation for the Statement of Cash Flows

The basic accounting equation, discussed in Chapter 1, can be stated as fol-
lows: A = L + NA. In other words, assets equal liabilities plus hospital net
assets. Now, let us expand this equation to read as follows:

CE + OA = L + NA

Here, CE means cash and cash equivalents, and OA represents all
other assets (assets other than cash and cash equivalents). Remember, as
noted earlier, that cash equivalents include some, but not all, short-term
investments. So, OA (other assets) includes short-term investments that are
not cash equivalents, receivables, inventories, prepaid expenses, long-term
investments, plant assets, and so on. Purchases and sales of short-term invest-
ments that are not cash equivalents are reported as investing activities in the
statement of cash flows.

Now, let us subtract OA (other assets) from each side of the equation:

CE = L + NA – OA

Given this equation, how can the value of the left side of the equation
increase? The answer is easy: by increasing the value of the right side of the
equation. Given this equation, how can the value of the left side of the equa-
tion decrease? By decreasing the value of the right side of the equation.
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Cash Inflows
Cash inflows normally result from an increase in the value of the right side of
the equation—that is, an increase in liabilities (L), an increase in net assets
(NA), or a decrease in other assets (OA). So, increases in liabilities (L),
increases in net assets (NA), and decreases in other assets (OA) generally pro-
duce cash inflows (or, at least, defer cash outflows into the future, thereby
preserving current cash balances).

Why is an increase in liabilities (L) considered to be a source or inflow of
cash? Obviously, if the hospital issues bonds or borrows money from a bank
(either for the short or long term), cash inflows result. But what about an
increase in, say, accounts payable to suppliers? How can this be viewed as a
cash inflow? Well, the hospital has acquired assets (inventory) without an
immediate expenditure of cash. This temporary “saving” (retention) of cash
is treated as an equivalent of cash inflow. As indicated later, however, certain
increases in liabilities may not result in cash inflows.

An increase in hospital net assets (NA) generally arises from an excess
of revenues over expenses (net income), and net income eventually results in
a net cash inflow. In a very few instances, as noted later, certain increases in
hospital net assets (NA) may not result in cash inflows.

Decreases in noncash assets ordinarily generate cash inflows. If long-
term investments or plant assets are sold, for example, the sales proceeds
increase the hospital’s cash balances.

Cash Outflows
Cash outflows normally result from a decrease in the value of the right-hand
side of the equation—that is, a decrease in liabilities (L), a decrease in net
assets (NA), or an increase in other assets (OA).

Why is a decrease in liabilities (L) considered to be a use or outflow of
cash? Obviously, if the hospital makes payments on accounts payable, repays
the principal amount of bank loans, or retires long-term debt, cash outflows
result. As indicated later, however, there may be certain transactions that
decrease liabilities but do not require disbursements of cash.

A decrease in hospital net assets (NA) generally arises from an excess of
expenses over revenues (net loss), and the net loss eventually results in a net
cash outflow. In a very few instances, as noted later, certain decreases in hos-
pital net assets (NA) may not result in cash outflows.

Increases in noncash assets ordinarily require cash outflows. If new
long-term investments or plant assets are purchased, for example, such pur-
chases generally result in cash disbursements.

Temporary
Retention of
Cash from
Increasing 
Liabilities

Net Assets
Decreased by
Net Losses
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Classification of Cash Flows

As noted earlier, cash receipts and cash disbursements are classified within the
statement of cash flows into three types of economic activity: operating activ-
ities, investing activities, and financing activities.

Operating Activities
Hospital operating activities are those directly or indirectly related to the pro-
vision of healthcare services to patients. Cash flows from operating activities
generally result from revenue and expense transactions that enter into the
determination of the hospital’s net income (or net loss).

Cash inflows from operating activities include collections of accounts receiv-
able arising from healthcare services provided to inpatients and outpatients,
cash receipts related to other operating revenues, and certain cash receipts
(interest and dividend income, for example) that are related to nonoperating
revenues. Cash outflows from operating activities include cash disbursements
for employee salaries and wages, inventory items and purchased services,
interest on borrowings, taxes to governmental agencies, and other types of
operating and nonoperating expenses. These cash inflows and outflows may
arise from revenues and expenses that were recognized in a prior period, ones
recognized in the current period, or some that will be recognized in one or
more future periods.

Investing Activities
The investing activities of a hospital generally consist of transactions in which
the hospital purchases and sells investments in securities (that are not cash
equivalents) and plant assets. Investing activities may also include lending
money and collecting the principal amount. (Receipts of interest income on
such loans are classified as cash inflows from operating activities.)

Financing Activities
Financing activities generally are transactions that involve the acquisition and
repayment of resources obtained through short-term and long-term borrow-
ings in the form of bonds payable, mortgages payable, and notes payable
(interest payments on these debts are treated as cash outflows relating to
operating activities). Investor-owned hospitals include the proceeds from
issuance of net assets securities and the payment of dividends to stockholders
as financing activities.

Cash Flows
from Operating

Activities

          



Chapter  Twenty-One:  Statement  of  Cash F lows 407

Form and Content of the Statement of Cash Flows

Figure 21.4 presents a statement of cash flows for Hopeful Hospital. Observe
that the cash flows during the year ended December 31, 20X2, are classified
into the three types of economic activity: operating, investing, and financing.
The net cash outflow for the year is $156, which accounts for the decrease
in cash indicated in Figure 21.2. Also note that this schedule provides a rec-
onciliation of net income and the net cash inflows from operating activities.

Net Cash Flow from Operating Activities
During 20X2, Hopeful Hospital had a net cash inflow from operating activ-
ities of $531:

1. Cash received from patients and third-party payers (see transaction 2
under Illustration Data), $8,404

2. Cash received from other operating revenue sources (see transaction 5),
$650

3. Cash received from nonoperating revenue sources (see transaction 5),
$180

4. Cash payments to employees (see transactions 6 and 8), $4,500
5. Cash payments to suppliers of goods and services (see the computation

that follows), $4,203

In this illustration, the dollar amounts for the first four items are
given. (Recall that we have assumed that there were no accrued salaries and
wages payable at either the beginning or the end of 20X2.) The dollar
amount of Item 5, however, requires the following computation:

Cash payments on accounts payable 
(see transaction 8 under 
Illustration Data) $12,493
Less:

Payments of vouchers issued for purchase 
of long-term investments, purchase of 
plant assets, and retirement of bonds payable 
(see transaction 7) (3,790)
Payments of vouchers issued for employee 
salaries and wages (see transactions 6 and 8) 4,500
Cash payments to suppliers of goods 
and services $ 4,203

There may be situations where other dollar amounts of cash flows from
operating activities must be computed. Consider, for example, the follow-
ing facts:

Computing Cash
Flows from 
Operating Activities
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Cash Flows from Operating Activities:
Cash received from patients and 
third-party payers $8,404
Cash received from other operating 
revenue sources 650
Cash received from nonoperating 
revenue sources 180
Cash payments to employees (4,500)
Cash payments to suppliers of 
goods and services (4,203)

Net cash inflow from operating activities 
(see Schedule A) $    531

Cash Flows from Investing Activities:
Cash payments for purchase of plant assets (940)
Cash payments for purchase of 
long-term investments (450)
Proceeds from sale of plant assets 54
Proceeds from sale of long-term investments 49

Net cash outflow from investing activities (1,287)

Cash Flows from Financing Activities:
Proceeds from issuance of 
6% bonds payable 3,000
Cash payment for retirement of 
7% bonds payable (2,400)

Net cash inflow from financing activities 600

Net decrease in cash $   (156)

Schedule A:
Net income $    285
Depreciation expense 540
Increase in accrued interest receivable (15)
Increase in accounts receivable (196)
Increase in inventories (35)
Decrease in prepaid expenses 8
Decrease in accounts payable (68)
Decrease in accrued expenses payable (12)
Increase in deferred revenues 17
Gain on sale of long-term investments (9)
Loss on sale of plant assets 16

Net cash inflow from operating activities $    531

FIGURE 21.4
Hopeful 
Hospital 

Statement of
Cash Flows

Unrestricted
Fund (Direct

Method), 
Year Ended

December 31,
20X2
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Accounts receivable, net, 12/31/X1 $ 1,340
Accounts receivable, net, 12/31/X2 1,536
Net patient services revenues for 20X2 8,600

The computation of cash received from patients and third-party payers
is as follows:

Accounts receivable, net, 12/31/X1 $ 1,340
Net patient services revenues for 20X2 8,600
Total 9,940
Accounts receivable, net, 12/31/X2 1,536
Cash received from patients and third-party 
payers during 20X2 $8,404

Figure 21.4 illustrates the use of the direct method of reporting cash
flow from operating activities. Under this method, cash receipts and disburse-
ments are presented by major classes of revenues and expenses. In Schedule A,
the resulting net cash flow from operating activities is proven by a reconcilia-
tion of net income to the net cash flow. This reconciliation is required by FASB
Statement No. 95 when the direct method of presentation is employed.

An alternative to the direct method is the indirect method of reporting cash
flow from operating activities. Under the indirect method, the reconciliation
is moved up into the body of the statement and is substituted for the presen-
tation of cash inflows and outflows from operating activities. 

Cash Flow from Investing Activities
In its 20X2 statement of cash flows, Hopeful Hospital reports a net cash out-
flow ($1,287) from investing activities composed of the following:

1. Cash payments for purchase of plant assets (see transaction 7 under
Illustration Data), $940

2. Cash payments for purchase of new long-term investments (see transac-
tion 7), $450

3. Cash proceeds from sale of plant assets (see transaction 4), $54
4. Cash proceeds from sale of long-term investments (see transaction 3), $49

All of the dollar amounts for cash flows from investing activities are
given in this illustration. In some instances, however, one or more of the dol-
lar amounts must be computed.

Assume, for example, the following facts:

Long-term investments, 12/31/X1 $600
Long-term investments, 12/31/X2 1,010
Purchase of long-term investments during 20X2 450
Gain on sale of long-term investments during 20X2 9

Placement of
Reconciliation
Using the 
Indirect
Method
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Proceeds from sale of long-term investments during 
20X2 40

The necessary computation is as follows:

Long-term investments, 12/31/X1 $  600
Purchase of long-term investments during 20X2 450
Total 1,050
Less long-term investments, 12/31/X2 1,010
Cost of long-term investments sold during 20X2 40
Gain on sale of long-term investments 9 
Proceeds from sale of long-term investments $    49

Cash Flow from Financing Activities
Hopeful Hospital had a net cash inflow from its financing activities during
20X2, as follows:

1. Proceeds from issue of 6 percent bonds (see transaction 5 under Illus-
tration Data), $3,000

2. Cash payment to retire 7 percent bonds (see transaction 7), $2,400

Although not included in this illustration, cash flows from the financing
activities of a hospital also may include borrowings by the unrestricted (gen-
eral) fund from donor-restricted funds and repayments of such borrowings.

Reconciliation Schedule
Schedule A, presented at the bottom of Figure 21.4, consists of a reconciliation
of net income and the net cash flow from Hopeful Hospital’s operating activi-
ties. Increases in current assets other than cash or cash equivalents are treated as
deductions from net income; decreases in these accounts are added to net
income. Increases in current liabilities (other than short-term borrowings) are
treated as additions to net income; decreases are deducted from net income. The
logic for this procedure was discussed earlier in this chapter. Why, however, were
depreciation expense and the loss on sale of plant assets added to net income?
Why was the gain on sale of long-term investments deducted from net income?

Depreciation expense ($540) and the loss on sale of plant assets ($16)
were deducted in determining net income. Neither, however, required the
use of cash (or cash equivalents). Net income, therefore, is an understatement
of the amount of cash inflow generated from operations. Thus, these two
items must be added back to net income. The gain on the sale of long-term
investments ($9) was included in net income. The gain, however, did not
provide (increase) cash; the proceeds of sale did. Net income, therefore, is an
overstatement (by $9) of the amount of cash inflow from operations. Thus,
the gain must be deducted from net income.
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Figure 21.5 presents a statement of cash flows under the indirect
method for Hopeful Hospital’s unrestricted net assets. In effect, Schedule A
is substituted for the operating cash flows reported in Figure 21.4.

Exchange (Noncash) Transactions
Hospitals sometimes enter into significant financing and investing transac-
tions that do not directly or immediately affect cash. A plant asset, for exam-
ple, may be acquired in exchange for a long-term note payable. Here, we
have a transaction that results in an increase in a noncash asset (but no
decrease in cash) and an increase in a liability (but no increase in cash).

Cash Flows from Operating Activities:
Net income $    285
Depreciation expense 540
Increase in accrued interest receivable (15)
Increase in accounts receivable (196)
Increase in inventories (35)
Decrease in prepaid expenses 8
Decrease in accounts payable (68)
Decrease in accrued expenses payable (12)
Increase in deferred revenues 17
Gain on sale of long-term investments (9)
Loss on sale of plant assets 16

Net cash inflow from operating activities $     531

Cash Flows from Investing Activities:
Cash payments for purchase of plant assets (940)
Cash payments for purchase of 
long-term investments (450)
Proceeds from sale of plant assets 54
Proceeds from sale of long-term investments 49

Net cash outflow from investing activities (1,287)

Cash Flows from Financing Activities:
Proceeds from issuance of 
6% bonds payable 3,000
Cash payment for retirement of 
7% bonds payable (2,400)

Net cash inflow from financing activities 600

Net decrease in cash $     156

FIGURE 21.5
Hopeful 
Hospital 
Statement of
Cash Flows
Unrestricted
Net Assets
(Indirect
Method)
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Another example is the receipt of a plant asset donated in kind. The
entry for this transaction is a debit to plant assets and a direct credit to the
unrestricted (general) net assets account. As a result, we have an increase in
a noncash asset (but no decrease in cash) and an increase in hospital net
assets (but no increase in cash). Transactions of these types, if significant, are
disclosed in a schedule or note accompanying the statement of cash flows.

Questions

Q21.1. If a hospital’s annual financial report includes a balance sheet,
statement of operations, and statement of changes in net assets,
why should a statement of cash flows also be included?

Q21.2. State the equation for the statement of cash flows.
Q21.3. In the context of the statement of cash flows, list the three major

possible sources of cash inflows. Give an example of each.
Q21.4. In the context of the statement of cash flows, list the three major

possible sources of cash outflows. Give an example of each.
Q21.5. Under the indirect method, depreciation expense is added back

to net income to obtain the net cash flow from operating activi-
ties. Is depreciation expense a source of cash inflows? Explain
your answer.

Q21.6. What is the purpose of a statement of cash flows?
Q21.7. Explain what is meant by the following:

a. Operating activities
b. Investing activities
c. Financing activities

Q21.8. Distinguish between the direct and indirect methods of reporting
cash flows from operating activities. Which do you prefer? Explain
your answer.

Q21.9. A hospital acquired an item of equipment in exchange for a long-
term note payable. How should this transaction be reported in the
statement of cash flows?

Q21.10. Do all expenses in the statement of operations represent cash out-
flows in the current period? Do all revenues in the statement of
operations represent cash inflows in the current period? Explain
your answer.

Exercises

E21.1. Gras Hospital reported a net income of $87,400 for 20X1. The
statement of operations included the following items, among others:
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Loss on sale of long-term investments $  13,900
Depreciation expense 141,600
Gain on sale of plant assets 8,300

Required: In the hospital’s 20X1 statement of cash flows, what amount
should be reported as “net cash inflow from operating activities”?

E21.2. Refer to Exercise 1, but assume that Gras Hospital reported a net loss
of $87,400 for 20X1. 
Required: In the hospital’s 20X1 statement of cash flows, what amount
should be reported as “net cash inflow from operating activities”?

E21.3. Carole Hospital’s balance sheets provide the following information:

12/31/X2 12/31/X1
Long-term investments $288,300 $262,700

During 20X2, the hospital sold certain long-term investments at a
gain of $14,600 and purchased new long-term investments at a cost
of $87,500. 
Required: In the hospital’s 20X1 statement of cash flows, what amount
should be reported as a cash inflow from its investing activities?

E21.4. The following information was drawn from the general ledger of
Frumer Hospital:

12/31/X2 12/31/X1
Accounts receivable $400,000 $340,000
Inventory 30,000 45,000
Prepaid expenses 5,000 4,000
Accounts payable to suppliers 50,000 46,000
Accrued wages payable 10,000 12,000
Revenues 850,000
Employee compensation 560,000
Cost of supplies used 25,000
Depreciation expense 15,000
Other expenses 200,000

Required: Prepare the cash flow from the operating activities section
of the 20X2 statement of cash flows, assuming the direct method of
reporting operating cash flows.

E21.5. Refer to the data of E21.4.
Required: Prepare the cash flow from the operating activities section
of the 20X2 statement of cash flows, assuming the indirect method
of reporting operating cash flows.
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Problems

P21.1. Barbara Hospital provides you with the following comparative bal-
ance sheets at December 31, 20X2 and 20X1:

12/31/X2 12/31/X1
Cash $ 180 $   100
Other current assets 420 400
Long-term investments 440 450
Plant and equipment 7,900 7,600
Accumulated depreciation (1,740) (1,550)
Total $7,200 $7,000
Current liabilities $   534 $   250
7% bonds payable 2,800 3,000
Net assets 3,866 3,750
Total $7,200 $7,000

The following additional information is available:

1. The 20X2 statement of operations reports a net income of $116.
2. Long-term investments that had cost $60 were sold for $75 in

20X2.
3. In 20X2, plant and equipment was purchased for $500.
4. Depreciation expense for 20X2 was $280.
5. During 20X2, plant and equipment items were sold for $100.

Required: Prepare, in good form, a statement of cash flows for Bar-
bara Hospital for the year ended December 31, 20X2.

P21.2. Linda Hospital provides you with the following comparative balance
sheets at December 31, 20X2 and 20X1:

12/31/X2 12/31/X1
Cash $ 160 $ 30
Other current assets 160 70
Long-term investments 400 350
Plant and equipment 2,000 1,860
Accumulated depreciation (900) (780)
Total $ 1,820 $ 1,530
Current liabilities $  90 $ 40
8% long-term notes payable -0- 500
7% long-term notes payable 600 -0-
Net assets 1,130 990
Total $1,820 $ 1,530
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The 20X2 statement of operations shows a net income of $80. Long-
term investments were purchased at a cost of $90; other investments
were sold for $54. Plant and equipment that had cost $100 (and was
60 percent depreciated) was sold for $32. In 20X2, $60 was trans-
ferred from the hospital’s plant replacement and expansion fund to
the unrestricted fund for the purchase of plant assets.
Required: Prepare, in good form, a statement of cash flows for
Linda Hospital for the year ended December 31, 20X2.

P21.3. Tracy Hospital’s preclosing trial balance at December 31, 20X1, is
as follows:

Dr. Cr.
Cash $     310
Accrued interest receivable 40
Accounts receivable 1,460
Allowance for uncollectible accounts $   170
Inventory 180
Prepaid expenses 35
Long-term investments 990
Plant assets 6,100
Accumulated depreciation 1,300
Accounts payable 390
Accrued expenses payable 210
Deferred revenue 50
Bonds payable 2,500
Net assets 4,825
Patient services revenues 8,900
Deductions from revenues 800
Other operating revenues 670
Nursing services expense 3,200
Other professional services expense 2,100
General services expense 1,600
Fiscal and administrative 

services expense 1,500
Depreciation expense 570
Other expenses 320
Nonoperating revenues 190

$19,205 $19,205

The following information relates to 20X2 activities:

1. Patient services revenues totaled $9,600.
2. Collections were as follows on accounts receivable:
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Cash $8,600
Deductions from revenues 750
Credited to accounts receivable $9,350

3. The hospital sold long-term investments (cost $50) for $58.
4. The hospital sold plant assets (cost $250; accumulated depreci-

ation $170) for $65.
5. Other cash receipts were as follows:

Other operating revenues $   680
Nonoperating revenues 170
Proceeds of new bond issue 3,500

6. Operating expenses vouchered were as follows:

Nursing services $ 3,100
Other professional services 2,000
General services 900
Fiscal and administrative services 1,500
Other operating expenses 260

7. Depreciation expense for the year was $550.
8. Vouchers issued for other items were as follows:

Purchase of inventory $   900
Purchase of long-term investments 500
Purchase of plant assets 1,500
Retirement of long-term debt (bonds payable) 2,500

9. Checks issued in payment of vouchers totaled $12,300.
10. Cost of supplies used during the year was as follows:

Nursing services $   210
Other professional services 140
General services 490
Fiscal and administrative services 70

11. Accrued interest receivable at December 31, 20X2, is $55.
12. The allowance for uncollectible accounts at December 31,

20X2, should be adjusted to a balance of $195.
13. Prepaid expenses at December 31, 20X2, total $49.
14. Accrued expenses payable at December 31, 20X2, total $234

(make the necessary adjustment through nursing 
services expense).

15. Deferred revenues at December 31, 20X2, total $75 (make the
necessary adjustment through other operating revenues).
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Required: (1) Prepare a summary worksheet, such as the one in
Figure 21.3, for the year ended December 31, 20X2. (2) Prepare a
statement of cash flows, such as the one in Figure 21.4, for the year
ended December 31, 20X2.

P21.4. Bennett Hospital provides you with the following comparative 
balance sheets:

12/31/X2 12/31/X1
Cash $    140 $    290
Accrued interest receivable 50 40
Accounts receivable 1,800 1,600
Allowance for uncollectible accounts (200) (180)
Inventories 170 130
Prepaid expenses 60 70
Long-term investments 1,000 750
Plant assets 7,000 6,800
Accumulated depreciation (1,900) (1,300)
Total $ 8,120 $ 8,200

Accounts payable $    300 $    290
Accrued expenses payable 210 240
Deferred revenues 80 90
Bonds payable 3,000 3,000
Net assets 4,530 4,580
Total $ 8,120 $ 8,200

The following additional information is available:

1. During 20X2, certain long-term investments were sold at a loss of
$40, and new long-term investments were purchased for $400.

2. During 20X2, certain plant assets (cost $250; accumulated
depreciation $240) were sold for $22.

3. During 20X2, an old $3,000, 7 percent bond issue was retired
at face value, and a new $3,000, 6 percent bond issue was sold
at face value.

4. The 20X2 income reported a net loss of $50.

Required: Prepare a statement of cash flows for 20X2.
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22
CHAPTER

ANALYSIS AND INTERPRETATION 
OF FINANCIAL STATEMENTS

The foregoing chapters of this book were concerned primarily with the fun-
damental mechanics of the accounting process and with the basic accounting
concepts underlying the financial statements of the hospital enterprise. The
discussion has been directed mainly toward performing accounting opera-
tions and developing internal financial reports from the information gener-
ated by those operations. In this final chapter, the discussion is directed
toward the analysis and interpretation of financial statements for the purpose
of evaluating the hospital’s financial position and operating results.

To introduce the subject of financial analysis and interpretation, let us
briefly examine the Handy Hospital financial statements presented in Figures
22.1 and 22.2. Take a moment to study these statements, noticing the
amounts (in thousands of dollars) reported as revenues, expenses, assets, 
liabilities, and net assets. On the basis of the information provided in these
statements, what (if anything) can you conclude about Handy Hospital’s
20X5 operating results and its financial position at December 31, 20X5? Are
the operating results satisfactory? Is the hospital’s financial position strong?

If you were a member of Handy Hospital’s executive management
team or governing board, what would be your reaction to the reported 20X5
operating results? Are revenues too low? Are expenses too high? Note that
the excess of revenues over expenses for 20X5 is $894,000. Is this good or
bad? Is it exciting or disappointing? How can a hospital executive make judg-
ments about the financial impact of operating results for 20X5?

Similarly, how would you evaluate the hospital’s financial position? The
balance sheet, for example, reports $2.45 million of receivables. Is this amount
too large or about right? What does it tell you, if anything, about the quality
of the hospital’s credit and collection efforts? Also reported in the balance
sheet are inventories totaling $220,000. What, if anything, does the balance
sheet indicate about the quality of inventory management at Handy Hospital?
Is the hospital over-invested in this asset, or are the inventories at a danger-
ously low level? As a final observation, note that the hospital has $3.006 mil-
lion of liabilities. Do you regard this as an excessive amount of debt?

As these questions reveal, the accounting function does not end with
the accumulation of economic data and the communication of that informa-
tion in financial statements. Once the financial statements are developed, the
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Gross patient services revenues $14,517
Less deductions from revenues 1,742

Net patient services revenues 12,775
Other operating revenues 1,225

Total operating revenues 14,000

Less operating expenses:
Nursing services 4,460
Other professional services 3,361
Administrative services 2,263
Other operating services 3,150

Total operating expenses 13,234

Operating income 766
Nonoperating income, net 128

Excess of revenues over expenses for the year $    894

FIGURE 22.1
Handy 

Hospital 
Statement of
Operations,
Year Ended

December 31,
20X5

Assets
Cash $    296
Temporary investments 110
Receivables, net 2,450
Inventories 220
Prepaid expenses 24

Total current assets 3,100

Long-term investments 430
Plant and equipment, net 6,370

Total assets $ 9,900

Liabilities and Net Assets
Notes payable $      50
Accounts payable 366
Accrued expenses payable 651
Other 139

Total current liabilities 1,206

Long-term debt 1,800
Total liabilities 3,006

Net Assets 6,894

Total liabilities and net assets $ 9,900

FIGURE 22.2
Handy 

Hospital 
Balance Sheet,
December 31,

20X5
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information they contain should be analyzed and interpreted to answer the
kinds of questions posed in the above paragraphs. The answers can be
extremely useful to hospital management and external groups in evaluating a
hospital’s operations and financial status for decision-making purposes. Hos-
pital accountants, either directly or indirectly, are closely involved in the deci-
sion-making process by providing relevant information and by assisting in its
proper interpretation.

Basic Analytical Techniques

In the analysis and interpretation of an item of financial information, one
must have a basis of comparison. Consider, for example, the following item
from Handy Hospital’s December 31, 20X5, balance sheet:

Receivables, net       $2,450

What does this mean? Is the amount too high, too low, or about what
it should be? Standing alone, this bit of information is almost meaningless.
There is no way to evaluate a single figure in isolation. It must be compared
with or measured against something, usually another figure that provides a
relevant and useful standard.

It would be helpful, for example, to compare the amount of Decem-
ber 31, 20X5, receivables with that of December 31, 20X4. Or, we could
compare the actual amount of receivables at December 31, 20X5, with the
amount budgeted for that date. Another possibility would be to compare the
amount of December 31, 20X5, receivables with the amount of total assets
at December 31, 20X5. In addition, the December 31, 20X5, receivables
might be compared with net patient services revenues for 20X5. Each of
these comparisons would be relevant and useful in evaluating the level of
receivables at the end of 20X5.

Such comparisons involve the use of three basic analytical techniques:

1. Horizontal analysis
2. Vertical analysis
3. Ratio analysis

This section illustrates each of these techniques.

Horizontal Analysis
Horizontal analysis consists of the comparison of two or more figures across
a single line of a financial statement. The following is an example:

Increase (Decrease)
20X5 20X4 Amount Percent

Net patient services revenues $12,775 $12,045 $730 6.1%
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In this analysis, we see that net patient services revenues in 20X5 were
higher than in 20X4. The columns on the right indicate the dollar amount of
the increase as well as the percentage increase. The percentage increase (or
decrease) is determined by dividing the dollar amount of change by the base-
year figure (the earliest year in the comparison, 20X4 in this example)—that
is, $730 ÷ $12,045 = 6.1 percent. Where the base-year figure is zero or a
negative value, the dollar change cannot be expressed as a percentage.

Figures 22.3 and 22.4 illustrate the horizontal analysis technique applied to
Handy Hospital’s statement of operations and balance sheet. In each case,
both dollar changes and percentage changes are provided to show the
absolute as well as the relative changes. Although not illustrated here, a sim-
ilar analysis could be made of the hospital’s statements of changes in net
assets and statements of cash flows. Whatever the statement may be, the pur-
pose of horizontal analysis is to direct the statement reader’s attention to
those items exhibiting the greatest absolute and relative changes compared to
the prior year. Significant changes should be fully investigated and explained.

When more than two years are included in horizontal analysis, trend percent-
ages can be developed. Examine, for example, the illustration in Figure 22.5
of a trend analysis of Handy Hospital’s condensed statement of operations
for a five-year period. In this method of analysis, the figures in the base-year
statement are considered to represent 100 percent. The base year in this
example is 20X1. The corresponding figures of each succeeding year are
expressed as percentages of the base-year figures.

The net patient services revenues of 20X5 are 165.9 percent of 20X1
net patient services revenues ($12,775 ÷ $7,702 = 165.9 percent). Such per-
centages can be extremely useful in bringing out unusual relationships and
trends that might go unnoticed in an examination of dollar amounts alone.
The technique, of course, can also be applied to balance sheets and other
financial statements.

Vertical Analysis
Vertical analysis involves the development of component percentages that
express the relationships among related data within a particular statement.
This procedure also is referred to as common-size analysis. Figures 22.6 and
22.7 illustrate the application of vertical analysis to Handy Hospital’s state-
ment of operations and balance sheet.

In the vertical analysis of a statement of operations, total operating revenue
usually is selected as the base figure for the computation of component per-
centages. All other figures (with the possible exception noted below) in the
statement are expressed as percentages of this base figure. In Figure 22.6, for

What 
Horizontal

Analysis
Reveals

Uncovering
Trends in 
the Data

Total 
Operating 

Revenue as
Base Figure
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instance, the 20X5 base figure is $14,000 of total operating revenues, and
each other figure in the 20X5 statement of operations is reported as a per-
centage of the $14,000 base figure. Similarly, in the 20X4 statement of oper-
ations, the $13,000 of total operating revenue serves as the base figure. All
figures in the 20X4 statement of operations (with the possible exception
noted shortly) are expressed as a percentage of this $13,000 base figure.

As can be seen at the top of the statement of operations in Figure
22.6, deductions from gross patient services revenues may be presented as a
percentage of gross patient services revenues (rather than of total operating
revenues). Otherwise, the component percentage would be distorted to the
extent of other operating revenues to which the deductions are not related.
In other words, although 20X5 deductions are 12.4 percent of total operat-
ing revenues ($1,742 ÷ $14,000), it is perhaps more meaningful to say that
revenue deductions are 12 percent of gross patient services revenues ($1,742
÷ $14,517), or 12 cents of each dollar of services rendered to patients.

Notice also in Figure 22.6 that operating expenses are reported both in a
functional and in a natural (or “object of expenditure”) classification. In their
external reports particularly, hospitals often present operating expenses in a
natural classification because the general public better understands that form
of classification. The percentages indicated for the natural classification in
Figure 22.6 are based on total operating expenses simply to illustrate the use
of an acceptable alternative base figure.

Increase (Decrease)
20X5 20X4 Amount Percent

Gross patient services revenues $14,517 $13,534 $983 7.3%
Less deductions from revenues 1,742 1,489 253 17.0
Net patient services revenues 12,775 12,045 730 6.1
Other operating revenues 1,225 955 270 28.3
Total operating revenues 14,000 13,000 1,000 7.7
Less operating expenses:

Nursing services 4,460 4,269 191 4.5
Other professional services 3,361 3,167 194 6.1
Administrative services 2,263 1,953 310 15.9
Other operating services 3,150 3,129 21 .7

Total operating expenses 13,234 12,518 716 5.7

Operating income 766 482 284 58.9
Add nonoperating revenues 128 120 8 6.7

Excess of revenues over expenses 
for the year $    894 $     602 $292 48.5

FIGURE 22.3
Handy Hospital
Comparative
Statement of
Operations 
Horizontal 
Analysis, Years
Ended 
December 31,
20X5, and 20X4

Natural 
Classifications
for Operating
Expenses
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Vertical analysis can be quite useful in appraising the various components of the
statement of operations. In Figure 22.6, for example, we see that nursing services
expenses increased from $4,269 in 20X4 to $4,460 in 20X5. But we also see that
nursing services expenses, as a percentage of total operating revenues, decreased
from 32.8 percent in 20X4 to 31.8 percent in 20X5. On the other hand, admin-
istrative services expenses increased both absolutely and in relation to total oper-
ating revenues. Observations such as these give perspective to the evaluation of
financial statement figures and tend to pinpoint areas for further investigation.

The results of vertical analysis can be viewed in another way. In Figure
22.6, the 20X5 operating expenses may be appraised in terms of “cents per
dollar of operating revenue.” In other words, of each $1 of operating rev-
enue, 31.8 cents went for nursing services, 24.0 cents was expended for other
professional services, 16.2 cents was employed for administrative services,
and 22.5 cents was taken by other operating services. Thus, out of each 
dollar of 20X5 operating revenues, Handy Hospital was able to “bring
down” only 5.5 cents into operating income.

What 
Vertical 

Analysis
Reveals

December 31 Increase (Decrease)
20X5 20X4 Amount Percent

Current assets:
Cash $   296 $   230 $   66 28.7%
Temporary investments 110 80 30 37.5
Receivables, net 2,450 2,145 305 14.2

Inventory 220 234 (14) (6.0)
Prepaid expenses 24 11 13 118.2

Total current assets 3,100 2,700 400 14.8
Long-term investments 430 390 40 10.3
Plant and equipment, net 6,370 6,010 360 6.0

Total assets $9,900 $9,100 $ 800 8.8

Current liabilities:
Notes payable $     50 $  200 $(150) (75.0)
Accounts payable 366 431 (65) (15.1)
Accrued expenses payable 651 545 106 19.5
Other 139 124 15 12.1

Total current liabilities 1,206 1,300 (94) (7.2)
Long-term debt 1,800 1,800 -0- —

Total liabilities 3,006 3,100 (94) (3.0)
Net assets 6,894 6,000 894 14.9

Total liabilities and net assets $9,900 $9,100 $ 800 8.8

FIGURE 22.4
Handy Hospital

Comparative 
Balance Sheets

Horizontal 
Analysis, 

December 31,
20X5, and 20X4
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20X5 20X4 20X3 20X2 20X1

Amounts
Gross patient services revenues $14,517 $13,534 $11,630 $10,250 $8,440
Less deductions from revenues 1,742 1,489 1,245 996 738

Net patient services revenues 12,775 12,045 10,385 9,254 7,702
Other operating revenues 1,225 955 846 782 646

Total operating revenues 14,000 13,000 11,231 10,036 8,348
Less operating expenses:

Nursing services 4,460 4,269 3,916 3,528 3,084
Other professional services 3,361 3,167 3,074 2,997 2,905
Administrative services 2,263 1,953 1,788 1,433 937
Other operating expenses 3,150 3,129 2,144 1,993 1,265

Total operating expenses 13,234 12,518 10,922 9,951 8,191

Operating income 766 482 309 85 157
Add nonoperating revenues 128 120 211 70 43

Excess of revenues over 
expenses for the year $    894 $    602 $    520 $    155 $  200

Trend Percentages
Gross patient services revenues 172.0 160.4 137.8 121.4 100.0
Less deductions from revenues 236.0 201.8 168.7 135.0 100.0

Net patient services revenues 165.9 156.4 134.8 120.2 100.0
Other operating revenues 189.6 147.8 131.0 121.1 100.0

Total operating revenues 167.7 155.7 134.5 120.2 100.0
Less operating expenses:

Nursing services 144.6 138.4 127.0 114.4 100.0
Other professional services 115.7 109.0 105.8 103.2 100.0
Administrative services 241.5 208.4 190.8 152.9 100.0
Other operating services 249.0 247.4 169.5 157.5 100.0

Total operating expenses 161.6 152.8 133.3 121.5 100.0

Operating income 487.9 307.0 196.8 54.1 100.0
Add nonoperating revenues 297.7 279.1 490.7 162.8 100.0

Excess of revenues over 
expenses for the year 447.0 301.0 260.0 77.5 100.0

FIGURE 22.5
Handy Hospital
Trend Analysis
of Statement of
Operations,
20X1–20X5
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In the Handy Hospital balance sheets illustrated in Figure 22.7, the base fig-
ure for asset analysis is total assets, and all other asset figures in the statements
are expressed as percentages of total assets. The December 31, 20X5, cash
balance of $296, for example, is 3.0 percent of total assets ($296 ÷ $9,900).

The base figure for the analysis of liabilities and net assets is their total
(the same as total assets), and each component item is converted to a per-
centage of that base. It can be said, for example, that December 31, 20X5,
accounts payable comprises 3.7 percent of total assets (or of total liabilities
and net assets). This type of analysis is helpful in evaluating the balance sheet
in terms of management’s allocation of resources and in terms of the sources
from which the assets have been financed. It can also determine whether the

Total Assets as
Base Figure

20X5 20X4
Amount Percent Amount Percent

Gross patient services revenues $ 14,517 100.0 $13,534 100.0
Less deductions from revenues 1,742 12.0 1,489 11.0

Net patient services revenues 12,775 88.0 12,045 89.0
Other operating revenues 1,225 8.7 955 7.3

Total operating revenues 14,000 100.0 13,000 100.0

Less operating expenses*:
Nursing services 4,460 31.8 4,269 32.8
Other professional services 3,361 24.0 3,167 24.4
Administrative services 2,263 16.2 1,953 15.0
Other operating services 3,150 22.5 3,129 24.1

Total operating expenses 13,234 94.5 12,518 96.3

Operating income 766 5.5 482 3.7
Add nonoperating revenues 128 0.9 120 0.9

Excess of revenues over expenses 
for the year $     894 6.4 $     602 4.6

*Natural classification of expenses:
Salaries and wages $ 8,364 63.2 $8,024 64.1
Supplies 1,606 12.1 1,423 11.4
Utilities 1,945 14.7 1,702 13.6
Depreciation 583 4.4 563 4.5
Interest 138 1.0 120 1.0
Other expenses (including bad debts) 598 4.6 686 5.4

Total operating expenses $13,234 100.0 $ 12,518 100.0

FIGURE 22.6
Handy Hospital

Comparative
Statement of

Operations 
Vertical 

Analysis, Years
Ended 

December 31,
20X5, and 20X4
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hospital’s ratios are better or worse than those of comparable (peer) hospitals
through the use of benchmarks.

For certain analytical purposes, however, it may be more useful to develop
component percentages for current assets, using total current assets as the
100 percent figure. This is illustrated in Figure 22.8, where it can be seen,
for example, that the cash balance is 9.5 percent of total current assets at
December 31, 20X5. Similar analyses could be made, of course, of current
liabilities or total liabilities.

Regardless of whether the horizontal or vertical analytical method is
used for comparing items on the financial statement, these methods merely
serve as tools to assist in determining where problems may exist and where a
more thorough examination of underlying financial data may be desirable.

December 31, 20X5 December 31, 20X4
Amount Percent Amount Percent

Current assets:
Cash $   296 3.0 $  230 2.5
Temporary investments 110 1.1 80 0.9
Receivables, net 2,450 24.8 2,145 23.6
Inventory 220 2.2 234 2.6
Prepaid expenses 24 0.2 11 0.1

Total current assets 3,100 31.3 2,700 29.7

Long-term investments 430 4.3 390 4.3
Plant and equipment, net 6,370 64.4 6,010 66.0

Total assets $9,900 100.0 $9,100 100.0

Current liabilities:
Notes payable $     50 0.5 $  200 2.2
Accounts payable 366 3.7 431 4.7
Accrued expenses payable 651 6.6 545 6.0
Other 139 1.4 124 1.4

Total current liabilities 1,206 12.2 1,300 14.3

Long-term debt 1,800 18.2 1,800 19.8

Total liabilities 3,006 30.4 3,100 34.1
Unrestricted net assets 6,894 69.6 6,000 65.9

Total liabilities and net assets $9,900 100.0 $9,100 100.0

FIGURE 22.7
Handy Hospital
Comparative
Balance Sheets
Vertical Analysis,
December 31,
20X5, and 20X4

Preparing
Component
Percentages
for Current
Assets
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The key question is why unusual relationships appear between various
amounts in the financial statements. Later on in this chapter, techniques for
finding the answers to such questions will be described.

Ratio Analysis
A ratio is the quotient that results when one number is divided by another. It
is one number expressed in terms of another; the ratio expresses the quantita-
tive relationship between two numbers. A ratio may be stated as a common
fraction, decimal, or percentage form. If, for example, we divided Handy Hos-
pital’s December 31, 20X5, current assets of $3,100 by its December 31,
20X5, current liabilities of $1,206, we obtain a ratio known as the current
ratio. This ratio may be expressed as 3,100 ÷ 1,206, as 2.57, or as 257 percent.
It may be said, then, that the current ratio is 257 percent, or 2.57 to 1, or that
the hospital has $2.57 of current assets for each dollar of current liabilities.

Ratios are used in financial analysis to expedite comparisons and make rela-
tionships more understandable. Many different ratios can be computed from
the data in financial statements. One does not, however, compute all possible
ratios. Many, such as the ratio of prepaid expenses to nonoperating revenues,
would be totally meaningless for analytical purposes. We must select those
ratios that have significance and relevance for the purpose of the analysis. Our
discussion here is directed toward the selection, computation, and interpreta-
tion of a number of ratios commonly employed in hospital financial analysis.

Analysis of Operating Results

The management of a hospital is charged with the task of maintaining a 
satisfactory relationship between revenues and expenses. Opinions differ as to
precisely what this relationship should be. Some have argued that a not-for-
profit hospital’s financial operating objective should be to break even—
that is, to maintain an equality between revenues and expenses. Given the 

December 31, 20X5 December 31, 20X4
Amount Percent Amount Percent

Cash $   296 9.5 $   230 8.5
Temporary investments 110 3.5 80 3.0
Receivables, net 2,450 79.0 2,145 79.4
Inventory 220 7.1 234 8.7
Prepaid expenses 24 0.9 11 0.4
Total current assets $3,100 100.0 $2,700 100.0

FIGURE 22.8
Handy Hospital

Component
Percentage

Analysis of Cur-
rent Assets,

December 31,
20X5, and 20X4

Uses of Ratios
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pressures of demand for more and better services, advancing technology,
inflation, inadequate reimbursement systems, and other socioeconomic
forces, however, others (including this writer) are convinced that a reasonable
profit (or margin) objective is both necessary and justifiable. In view of cur-
rent and emerging conditions in the hospital industry, a no-profit fiscal objec-
tive seems totally unrealistic if the individual hospital is to avoid the erosion
of its real capital and its ability to continue to provide the volume and qual-
ity of services desired by the community it serves.

Evaluation of Profitability
Because a profit should be regarded as necessary and desirable for a particu-
lar hospital, a judgment must be made about what that profit should be. A
hospital management is likely to have in mind an absolute dollar amount of
profit as a financial operating objective. This amount is determined to be the
figure required to produce the cash flow needed to meet specific financial
requirements, such as the payment of bond interest charges, the retirement
of long-term debt, the acquisition of new plant assets, the development of
new healthcare programs, and the generation of additional necessary work-
ing capital. In addition, a percentage relationship between operating income
and operating revenues or between operating income and total assets, for
example, could be established as a goal or standard against which actual oper-
ating results might be measured. For this purpose, the ratios described here
are managerially useful.

One frequently used measure of profitability is the operating profit margin,
which is derived by dividing operating income by total operating revenues. A
computation of this ratio for Handy Hospital follows:

20X5 20X4
1. Operating income $    766 $    482
2. Total operating revenues 14,000 13,000
3. Operating income ratio (1 divided by 2) 5.47% 3.71%

Thus, in terms of the ratio of operating income to operating revenues,
Handy Hospital was more profitable in 20X5 than in 20X4. In 20X5, the
hospital was able to earn an operating income that was 5.47 percent of oper-
ating revenues; in 20X4, the operating income ratio was only 3.71 percent.
To put it another way, Handy Hospital’s 20X5 operating income was about
5.5 cents per dollar of operating revenues; the 20X4 operating income was
only 3.7 cents per dollar of operating revenues. This improved operating per-
formance may be attributable to such factors as an increase in service rates,
better management of operating expenses, an increased volume of service,
and a more favorable service mix (in other words, relatively greater use of
those patient services that generate revenues in excess of costs). Whatever the

Operating
Margin
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reasons for the improved ratio, they should be identified and evaluated by the
hospital’s management.

Emphasis sometimes is given to the operating expense ratio, the mathemat-
ical complement of the operating margin ratio. If the operating margin ratio
is 5.5 percent, for example, the operating expense ratio must be 94.5 
percent—that is, operating expenses consume 94.5 cents of each dollar of
operating revenue. Naturally, the lower the operating expense ratio, the
greater the operating margin ratio.

A weakness of the operating margin as a measure of profitability is that it does
not take into account the amount of resources invested in the hospital enter-
prise. Consider, for example, an investor-owned hospital having a 20X5 oper-
ating income of $100,000 and an operating margin of 10 percent that, by
most standards, would indicate a high degree of profitability. Suppose, how-
ever, that the investor-owned hospital’s average owners’ net assets and aver-
age total assets were $5 million and $10 million, respectively, during 20X5.
The rate of return (profit) on the owners’ investment, then, is only 2 percent
($100,000 ÷ $5 million), and the rate of return on average total assets is only
1 percent ($100,000 ÷ $10 million).

In most types of business enterprises, such rates of return would be
regarded as grossly inadequate to satisfy creditors, pay reasonable dividends
to stockholders, attract new investment capital, obtain new long-term debt,
or even justify a continuation of the business. Thus, the best and most useful
indicator of profitability is the rate of return on the amount of assets invested
and employed in an enterprise.

The rates of return on Handy Hospital’s average net assets and average total
assets for 20X5 are computed as follows:

1. Excess of revenues over expenses for the year $   894
2. Average net assets ([$6,000 + $6,894] ÷ 2) 6,447
3. Average total assets ([$9,100 + $9,900] ÷ 2) 9,500
4. Rate of return on net assets (1 divided by 2) 13.9%
5. Rate of return on total assets (1 divided by 3) 9.4%

In other words, Handy Hospital earned a 20X5 excess of revenues
over expenses that was about 14 cents per dollar of net assets and 9.4 cents
per dollar of assets. These rates of return probably would be regarded as quite
satisfactory by a majority of profit-seeking businesses.

Although Handy Hospital is a not-for-profit corporation, these ratios are
not at all without significance or managerial usefulness. Although there are
no stockholder-owners interested in cash dividends and appreciation in the
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value of their stock holdings, Handy Hospital does have constituents: the
people of the community it serves. These people presumably are interested
in the continuation of the hospital as a financially sound and efficient
provider of healthcare services. The hospital’s employees are interested in
adequate compensation. Banks, hospital bondholders, and other creditors
are concerned with the hospital’s ability to meet its financial obligations.
Management must find the means to finance the acquisition of expensive
equipment demanded by advancing medical technology. If philanthropy
and government subsidies can be ruled out as important sources of new
capital funds, the future of the voluntary not-for-profit hospital is likely to
be dependent on the earning and reinvestment of adequate amounts of
profit. It is for this reason that the rate-of-return concept cannot be
ignored by the management of any hospital enterprise.

A profitability ratio of particular concern to current and potential investors in
hospital bond issues is the times interest earned ratio. The computation of
the ratio for Handy Hospital is as follows:

20X5 20X4
1. Excess of revenues over expenses for the year 

(operating income may be used) $ 894 $602
2. Bond interest expense (assumed) 108 108
3. Total (1 + 2) 1,002 710
4. Times interest earned (3 divided by 2) 9.3 6.6

Thus, the hospital earned its bond interest charges 9.3 times in 20X5
and 6.6 times in 20X4. This is an indicator of the ability of the hospital to
pay the annual interest charges on its outstanding bonds. The higher the
ratio, the more favorably will investors regard the hospital’s bonds as invest-
ment opportunities.

Internal Analysis of Revenues and Expenses
In addition to the ratios just explained that may be used by groups external
to the hospital as well as by management, certain other analytical techniques
can be applied by management to evaluate various revenue and expense
items. The discussion here will be limited to actual versus budget compar-
isons and variance analysis.

Assume that Handy Hospital’s 20X5 patient services revenues of $14,517
million include $487,275 of daily patient services (routine services) revenues
earned in a 20-bed nursing unit referred to as “Three South.” The 20X5 rev-
enue budget for this unit was $439,600. A management report may present
these facts as follows:

Times 
Interest
Earned

Analysis of
Revenues
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Variance
Actual Budget Amount Percent

Daily patient services revenues:
Three South $487,275 $439,600 $47,675 10.8

As can be seen, the revenues of this nursing unit were $47,675, or
10.8 percent, in excess of budgeted revenues. The management question is,
why? What were the factors that caused this favorable revenue variance? How
much of the variance is attributable to each factor?

To answer these questions, let us assume that 6,280 patient days of
service were budgeted and that actual patient days in this unit were 6,497.
Knowledge of the statistical units of service permits the following computa-
tion of actual and budgeted average revenue per patient day:

Actual Budget
1. Revenues $487,275 $439,600
2. Patient days 6,497 6,280
3. Average revenue per day (1 divided by 2) 75 70

Assuming this nursing unit offers private accommodations only, it is clear that
service rates were increased during the year. So, we become aware that the
budget variance is caused by two factors: (1) an increase in service rates and (2)
a higher volume of service than budgeted. The dollar amount of revenues
attributable to each of these factors is computed in Figure 24.9. A similar analy-
sis could be made, of course, in a comparison of 20X5 actual with 20X4 actual.

Assume that Handy Hospital’s 20X5 general services expenses of $2,263,000
include $484,106 of dietary department expense. The 20X5 expense budget
for the dietary department was $492,750. A management report may pres-
ent these facts as follows:

Variance
Actual Budget Amount Percent

Operating expenses:
Dietary department $484,106 $492,750 $8,644 1.75%

Thus, dietary department expenses for 20X5 are seen to be $8,644, or
1.75 percent, less than was budgeted. Why? What were the factors that
caused this favorable budget variance? How much of the variance is attribut-
able to each factor?

The statistical unit of service for this department is a served meal. So, let
us assume that 328,500 served meals were budgeted and that the actual num-
ber of meals served during the year was 336,185. This information permits the
following computation of the actual and budgeted average cost per meal served:

Factors Causing
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Actual Budgeted
1. Total expense $484,106 $492,750
2. Number of meals served 336,185 328,500
3. Average cost per meal served (1 divided by 2) $1.44 $1.50

Now we can see that, although the volume of service was 7,685 meals higher
than was budgeted (336,185 – 328,500), the average cost per meal was six
cents less than budgeted ($1.50 – $1.44). The effects of these factors on
20X5 dietary department expenses are shown in Figure 22.10.

Note that the unfavorable effect of a higher-than-budgeted volume
was more than offset by the favorable effect of the lower-than-budgeted cost
per meal.

Analysis of Financial Position

While operating results and financial position are treated separately here, both
are important considerations, regardless of one’s point of view. The information
in the balance sheet cannot be ignored when appraising operating results; nei-
ther should the statement of operations be bypassed entirely in evaluating the
financial strength of a hospital. Careful attention also should be given the data
provided in statements of changes in net assets and in statements of cash flows.

Budget volume variance:
Patient days of service

20X5 actual 6,497
20X5 budget 6,280

Excess of actual days over budgeted days 217
Budgeted revenue per patient day × $70

Budget volume variance (favorable) $ 15,190
Budget rate variance:

Average revenue per patient day
20X5 actual $75
20X5 budget 70

Excess of actual average revenue 
over budgeted average revenue $5

Actual patient days for 20X5 × 6,497

Budget rate variance (favorable) 32,485

Total budget variance (favorable) $47,675

FIGURE 22.9
Handy 
Hospital 
Analysis of
Budget 
Variance Daily
Patient Service
Revenues-
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Evaluation of Current Financial Position
The current financial strength of a hospital is a matter of great importance
not only to its management but also to various external groups. If the hospi-
tal is to be able to repay bank loans and meet its short-term obligations to
other creditors, it must maintain a sound current financial position. The hos-
pital must have an adequate amount of working capital, it must maintain a
satisfactory degree of liquidity, and it must not overinvest in receivables or
inventories. Some of the ratios usually applied to obtain insights into the
presence or absence of these desired conditions are presented here, using the
financial statements of Handy Hospital as a basis for illustration.

One of the most widely used measures of current financial strength is the cur-
rent ratio, which indicates the number of dollars of current assets per dollar
of current liabilities. It shows the number of times the current assets will pay
off the current debts of the hospital. A computation of Handy Hospital’s cur-
rent ratio is as follows:

December 31
20X5 20X4

1. Current assets $3,100 $2,700
2. Current liabilities 1,206 1,300
3. Current ratio (1 divided by 2) 2.57 2.08

Budget cost variance:
Average cost per meal

20X5 budget $1.50
20X5 actual 1.44

Excess of budgeted cost over actual cost $0.06
Actual number of meals served × 336,185

Budget cost variance (favorable) $20,171
Budget volume variance:

Number of meals served
20X5 actual 336,185
20X5 budget 328,500

Excess of actual over budget 7,685
Budgeted cost per meal served × $1.50

Budget volume variance (unfavorable) (11,527)

Net budget variance (favorable) $ 8,644

FIGURE 22.10
Handy Hospital
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Thus, in terms of the current ratio, Handy Hospital’s current debt pay-
ing ability appears somewhat stronger at the end of 20X5 than at the end of
20X4. There is, however, no one value for the current ratio that is applicable
to, or desirable for, all hospitals. What may be an adequate current ratio for
one hospital may be dangerously low for another. It also is worth noting that
although a particular current ratio may be satisfactory at the end of one year,
it may not be satisfactory for the same hospital at the end of the next year.

A weakness of the current ratio is that it does not take into account the com-
position of either current assets or current liabilities. The quick ratio is a more
valid test of current debt-paying ability than the current ratio in that it gives
some consideration to the composition of the hospital’s current assets. The
computation is as follows:

December 31
20X5 20X4

1. Cash $  296 $  230
2. Temporary investments 110 80
3. Receivables, net 2,450 2,145
4. Quick assets (1 + 2 + 3) 2,856 2,455
5. Current liabilities 1,206 1,300
6. Quick ratio (4 divided by 5) 2.37 1.89

The basic difference between the quick ratio and the current ratio is simply
that the computation of the quick ratio excludes inventories and prepaid
expense items. An extreme modification of the quick ratio is the division of
cash, or the total of cash and temporary investments, by current liabilities.

The current asset turnover is said to be an indicator of how hard the man-
agement of the hospital works the current assets—that is, the intensity of cur-
rent assets usage. Handy Hospital’s turnovers for 20X5 and 20X4 are com-
puted as follows:

20X5 20X4
1. Total operating revenues $14,000 $13,000
2. Current assets, 12/31 3,100 2,700
3. Current asset turnover (1 divided by 2) 4.52 4.81

Some analysts make the computation using total operating expenses rather
than revenues as the numerator; others prefer to use working capital (current
assets minus current liabilities) as the denominator (that is, a working capital
turnover). In any event, a high turnover generally is indicative of efficient and
productive employment of current resources.

Quick Ratio
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The amount of receivables from patient services in a hospital’s balance sheet
should not exceed a reasonable proportion of the charges made to patients’
accounts during the same period of time. This relationship may be illumi-
nated by computation of the accounts receivable turnover as follows:

20X5 20X4
1. Net patient services revenues $12,775 $12,045
2. Average receivables, net 2,298 1,983
3. Receivables turnover (1 divided by 2) 5.56 6.07

This ratio indicates roughly the number of times during the year the receiv-
ables from patients were turned over, or collected. An increase in the
turnover generally may be regarded as favorable with respect to the effective-
ness of the credit and collection functions.

A more widely used ratio employed by hospitals in the analysis of
accounts receivable involves the number of days’ charges uncollected and in
receivables. This ratio is computed for Handy Hospital as follows:

20X5 20X4
1. Net patient services revenues $12,775 $12,045
2. Average daily charges (1 divided by 365 days) 35 33
3. Receivables, net, 12/31 2,450 2,145
4. Number of days’ charges uncollected (3 divided by 2) 70 65

One may tentatively conclude that on the average, the quality of
receivables management may have declined somewhat between 20X4 and
20X5. Yet it must be recognized that this ratio is an average; some patients’
accounts may be 200 days old and others may be only a few days old. It also
is extremely informative to compute by major categories of patients and
third-party payers (where the necessary information is available) both the
receivables turnover and the number of days’ charges uncollected.

As is true of receivables, a hospital can have an excessive investment in
inventories. A reasonable relationship should be maintained between inven-
tories and total current assets. In addition, the relationship between inven-
tories and total cost of supplies used may be computed as the inventory
turnover as follows:

20X5 20X4
1. Total cost of supplies used $  1,606 $  1,423
2. Average inventories (1/1 inventories 

plus 12/31 inventories, divided by 2) 227 209
3. Inventory turnover (1 divided by 2) 7.07 6.81
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The fact that Handy Hospital turned over its inventories a greater number of
times in 20X5 than in 20X4 generally is a favorable indication about the qual-
ity of inventory management.

In addition to inventory turnover, the average number of days’ supply
in inventories may be calculated as follows:

20X5 20X4
1. Total cost of supplies used $1,606 $1,423
2. Average daily usage (1 divided by 365 days) 4.4 3.9
3. Inventories, 12/31 220 234
4. Number of days’ supply in inventories (3 divided by 2) 50 60

In evaluating inventories, it must be understood that a hospital can be
understocked as well as overstocked. Either extreme is undesirable. Note also
that, where the information is available, both the inventory turnover and the
number of days’ supply should be computed by major categories of inventory
to take into account the differing characteristics of various types of supplies.

Evaluation of Long-Term Financial Position
Many external users of hospital financial statements are interested in the hos-
pital’s long-run financial strength as well as in its current financial position.
Hospital bondholders and mortgagees, for example, are concerned not only
with the ability of the hospital to pay current interest charges but also with
the long-run safety of their investments. An intelligent appraisal of a hospi-
tal’s long-term financial position is also essential to sound long-term financ-
ing decisions and long-range planning on either an individual-hospital or an
area-wide basis. Such an analysis is helpful as well in evaluating the conse-
quences of long-term commitment decisions (bond issues and plant asset
acquisitions, for example) that have previously been made and implemented.

In studying a hospital’s long-run financial position, an analysis is usu-
ally made of (1) changes in the absolute and relative amounts invested by the
hospital in the various categories of assets, and (2) changes in the absolute
and relative amounts of the sources (debt and net assets) of its assets. This
analysis may take the form of a five- or ten-year study of the hospital’s com-
mon-size balance sheets and statements of changes in financial position. Par-
ticular attention is given to detecting substantial shifts in the allocation of
resources between the current and noncurrent classifications.

A study of the hospital’s asset structure should also include an examination
of assets held in the temporarily and permanently restricted net assets
accounts. This is particularly true with respect to the plant replacement and
expansion fund, where material amounts might be available for the financing
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of future construction and equipment needs. Should the hospital have term
endowments, their amounts and termination dates should also be considered
in evaluating the hospital’s long-run financial strength.

An appraisal of a hospital’s long-run financial position must necessar-
ily include the detection and investigation of substantial shifts noted in the
capital structure, that is, the relative amounts of debt and net assets. For this
purpose, debt ratios and net assets ratios may be computed as follows:

December 31
20X5 20X4

1. Total liabilities $3,006 $3,100
2. Hospital net assets 6,894 6,000
3. Total liabilities and net assets (assets) 9,900 9,100
4. Debt ratio (1 divided by 3) 30.4% 34.1%
5. Net asset ratio (2 divided by 3) 69.6% 65.9%

At the end of 20X5, we see that 30.4 percent of Handy Hospital’s assets
were financed by debt and 69.6 percent through net assets. This position is
more conservative (less risky) than that which existed at the end of 20X4, when
a somewhat greater percentage of the assets was being supplied by creditors.

In some cases, the above ratios are combined into a single debt/net asset ratio
(total liabilities divided by total net assets). The debt/net asset ratio at the end
of 20X5, for example, is 43.6 percent ($3,006 ÷ $6,894), meaning that the
hospital has about 44 cents of debt for each dollar of net assets.

The hospital’s asset and capital structure as reflected in its balance
sheet should always be viewed in conjunction with its statement of cash flows.
This statement should preferably be presented in comparative form covering
several prior periods so that trends in the sources and uses of cash resources
may be clearly discerned. This permits an appraisal of the effectiveness of
management’s past operating, investing, and financing policies in bringing
the hospital to its present financial position.

Above all, it must be recognized by all external groups that a success-
ful hospital seldom remains the same. It either changes and grows, or it stag-
nates and declines. It moves in new directions, developing new 
programs and services in response to changes in demand and improved tech-
nology. This requires adequate financing, satisfactory operating results, and a
sound financial position.

Questions

Q22.1. What are common-size financial statements?
Q22.2. Niceplace Hospital’s nursing services expenses were $957,400 in
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20X2 and $898,300 in 20X1. Prepare a horizontal analysis of the
Niceplace Hospital data.

Q22.3. What is meant by a vertical analysis of the balance sheet? The state-
ment of operations?

Q22.4. “A hospital with a current ratio of 4 to 1 has greater current financial
strength than does a hospital with a current ratio of only 2 to l.”
Do you agree or disagree? Explain your answer.

Q22.5. State how each of the following is computed and explain what
might be indicated by the results of the computation:
a. Operating income ratio
b. Operating expense ratio
c. Return on investment
d. Times interest earned

Q22.6. State how each of the following is computed and explain what
might be indicated by the results of the computation:
a. Current ratio
b. Quick ratio
c. Current asset turnover

Q22.7. State how each of the following is computed and explain what
might be indicated by the results of the computation:
a. Accounts receivable turnover
b. Number of days’ charges uncollected
c. Ratio of accounts receivable to total current assets

Q22.8. State how each of the following is computed and explain what
might be indicated by the results of the computation:
a. Inventory turnover
b. Average number of days’ supply in inventories
c. Ratio of inventory to total current assets

Q22.9. How is the debt/net asset ratio computed? Explain what might be
indicated by the results of the computation.

Exercises

E22.1. Fineplace Hospital provides you with the following information:

Actual Budget
Daily patient services revenues $367,500 $360,000
Patient days of service 4,375 4,500

Required: Prepare an analysis of the budget variance in the manner
illustrated in Figure 22.9.
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E22.2. Highplace Hospital provides you with the following information:

Actual Budget
Laboratory expense $628,100 $500,000
Number of examinations 114,200 100,000

Required: Prepare an analysis of the budget variance in the manner
illustrated in Figure 22.10.

E22.3. Goodplace Hospital has a current ratio of 2 to 1 on June 30, 20X1.
On July 1, 20X1, the hospital obtains a $150,000 short-term loan
from a local bank.
Required: What is the effect of the loan on the (1) current ratio,
(2) quick ratio, and (3) working capital?

E22.4. The December 31, 20X1 balance sheet of Goodwork Hospital is as
follows. 

Cash $  25,000
Receivables, net ?
Inventory ?
Plant assets, net 294,000

$432,000

Accounts payable ?
Other current payables 25,000
Long-term debt ?
Hospital net assets ?

$432,000

The following additional information is available:

Current ratio 1.5 to 1
Total liabilities divided by hospital net assets 0.8
Inventory turnover based on cost of supplies 
used and ending inventory 15 times

These are the only accounts in Goodwork’s balance sheet. Amounts
indicated by a question mark (?) can be calculated from the informa-
tion given.
Required: What was Goodwork Hospital’s long-term debt as of
December 31, 20X1?

E22.5. Verygood Hospital collected a $3,000 account receivable that had
previously been written off as a bad debt against the allowance for
uncollectible accounts.
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Required: Which of the following describes the comparison of the
current ratio before this collection (X) with the current ratio after
the following collection (Y)?
a. X greater than Y
b. X equals Y
c. X less than Y
d. The answer cannot be determined from the information given

E22.6. Getwell Hospital has a current ratio of 3 to 1. An account payable
recorded last month is paid this month.
Required: Which of the following is the effect of this payment on
the current ratio and working capital, respectively?
a. Rise and decline
b. Rise and no effect
c. Decline and no effect
d. No effect on either

E22.7. Gotwell Hospital has a current ratio of 4 to 1. A transaction
reduces the current ratio.
Required: Which of the following describes the comparison of the
working capital before this transaction (X) and the working capital
after this transaction (Y)?
a. X greater than Y
b. X equals Y
c. X less than Y
d. The answer cannot be determined from the information given

Problems

P22.1. Greatplace Hospital provides you with the following financial state-
ments for 20X2 and 20X1:

December 31
20X2 20X1

Cash $   240 $   120
Temporary investments 210 180
Receivables, net 1,400 1,150
Inventory 300 370
Prepaid expenses 50 80
Total current assets 2,200 1,900
Plant assets, net 5,800 5,100
Total $8,000 $7,000
Current liabilities 740 475
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Long-term debt 3,530 3,205
Net assets 3,730 3,320
Total $8,000 $7,000

Year Ended 12/31
20X2 20X1

Gross patient services revenues $6,600 $6,000
Deductions from revenues 790 500
Net patient services revenues 5,810 5,500
Other operating revenues 700 500
Total operating revenues 6,510 6,000
Less operating expenses:

Nursing services 2,100 1,900
Other professional services 1,600 1,500
Administrative services 1,300 1,100
Other operating services 1,100 1,400

Total operating expenses 6,100 5,900
Excess of revenues over 

expenses for the year $   410 $    100

Operating expenses include the $900 cost of supplies used, $400 of
depreciation, and $240 of bond interest expense.
Required: (1) Develop a horizontal analysis of these statements. (2)
Convert the above financial statements to common size. (3) Pre-
pare a ratio analysis of 20X2 operating results. (4) Prepare a ratio
analysis of the December 31, 20X2, financial position.

P22.2. Careplace Hospital supplies you with the following information
relating to the 20X1 operations of its radiology department:

Actual Budget
Revenues $966,400 $930,000
Expenses 393,600 372,000
Number of examinations 60,400 62,000

Required: Prepare an analysis of the budget variances for the radiol-
ogy department’s revenues and expenses for 20X1

P22.3. Wellplace Hospital provides you with the following financial state-
ments for 20X2 and 20X1:
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December 31
20X2 20X1

Cash $     168 $     211
Temporary investments 126 34
Receivables—patients, net 1,011 893
Inventory 296 315
Prepaid expenses 25 29
Total current assets 1,626 1,482
Long-term investments 466 442
Plant assets, net 8,126 8,185
Other assets 167 88
Total $10,385 $10,197
Current portion of long-term debt $     180 $    180
Notes payable 125 75
Accounts payable 196 202
Accrued expenses payable 238 217
Payroll taxes withheld 81 63
Advances from third-party payers 75 55
Other 42 29
Total current liabilities 937 821
Long-term debt 1,718 1,865
Total liabilities 2,655 2,686
Net assets 7,730 7,511
Total $10,385 $10,197

Year Ended 12/31
20X2 20X1

Gross patient services revenues $ 8,830 $ 7,326
Deductions from patient 

services revenues 1,430 1,465
Net patient services revenues 7,400 5,861
Other operating revenues 505 407
Total operating revenues 7,905 6,268
Less operating expenses:

Nursing services 2,560 2,197
Other professional services 2,050 1,615
Administrative services 1,350 1,033
Other operating services 1,925 1,614

Total operating expenses 7,885 6,459
Operating income (loss) 20 (191)
Nonoperating revenues, net 224 176
Excess of revenues over expenses 

(loss) for the year $    244 $ (15)
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The other operating services include expenses of $520 of depreciation,
$110 of interest expense, and $790 of insurance expense.
Required: (1) Develop a horizontal analysis of these statements. (2)
Convert the above financial statements to common size. (3) Pre-
pare a ratio analysis of 20X2 operating results. (4) Prepare a ratio
analysis of the December 31, 20X2 financial position.

P22.4. Starplace Hospital provides you with the following information:

December 31
20X2 20X1

Cash $  50,000 $  35,000
Temporary investments 80,000 50,000
Receivables, net 140,000 110,000
Inventory 35,000 28,000
Prepaid expenses 12,000 16,000
Long-term investments 230,000 190,000
Plant assets, net 420,000 421,000

$967,000 $850,000
Notes payable $  75,000 $  25,000
Accounts payable 21,000 19,000
Accrued expenses payable 33,000 28,000
Other current liabilities 7,000 22,000
Long-term debt 500,000 450,000
Net assets 331,000 306,000

$967,000 $850,000

Year Ended 12/31
20X2 20X1

Total operating revenues $840,000 $780,000
Cost of supplies used 210,000 186,000
Depreciation expense 90,000 90,000
Bond interest expense 30,000 27,000
Net patient services revenues 960,000 890,000
Excess of revenues over expenses 25,000 16,000

Required: (1) Prepare a ratio analysis of operating results for 20X2.
(2) Prepare a ratio analysis of the hospital’s financial position at
December 31, 20X2.

P22.5. Rightplace Hospital supplies you with the following information
relating to the 20X1 operations of one of its nursing units:
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Actual Budget
Revenues $753,300 $750,000
Expenses 502,200 500,000
Patient days of service 9,300 10,000

Required: Prepare an analysis of the budget variances for revenues
and expenses for 20X1.
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APPENDIX A: HFMA PRINCIPLES AND 
PRACTICES BOARD STATEMENTS

As of May 1, 2006

A ll HFMA P & P Board statements have been published in Healthcare
Financial Management (HFM), the journal of the Healthcare Finan-
cial Management Association, and are currently online at HFMA’s

website at www.hfma.org/library/accounting/reporting/PPB_pubs.htm.
The following table identifies the title of each statement. 

Statement HFM
Number Title Publication Date

Statement 20 Healthcare Mergers, Acquisitions, 10/97
and Collaborations

Statement 19 Transactions Among Affiliated Entities 6/96
Comprising an Integrated Delivery System

Statement 18 Public Disclosure of Financial and Operating 8/94
Information by Healthcare Providers

Statement 17 Assessments and Arrangements Similar to Taxes 5/94
on Tax-Exempt Institutional Healthcare Providers

Statement 16 Classifying, Valuing, and Analyzing Accounts 5/93
Receivable Related to Patient Services

Statement 15 Valuation and Financial Statement Presentation 2/93
of Charity Service and Bad Debts by Institutional
Providers

Statement 11 Accounting and Reporting by Institutional 8/89
Providers for Risk Contracts

Statement 5 Accounting and Reporting for Agency 12/83
Relationships
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Withdrawn Statements

Statement 1: Uniform Accounting and Uniform Reporting in Hospitals
(HFM-6/77)

Statement 2: Defining Charity Service as Contrasted to Bad Debts (HFM-
7/78)
Note: Statement 2 was replaced by Statement 15

Statement 3: Supplementary Reporting of Hospital Financial Require-
ments (HFM-12/80)

Statement 4: Reporting of Certain Transactions Arising in Connection
with the Issuance of Debt (HMF-6/82)

Statement 6: How to Measure Working Capital: Classification and Defin-
ition Issues (HFM-9/84)

Statement 7: The Presentation of Patient Service Revenue and Related
Issues (HFM-4/86)

Statement 8: The Use of Fund Accounting and the Need for Single Fund
Reporting by Institutional Healthcare Providers (HFM-
6/86)

Statement 9: Accounting and Reporting Issues Related to Continuing
Care Retirement Communities (HFM-11/86)

Statement 10: Accounting and Reporting Issues Related to Corporate
Reorganizations Involving Tax-Exempt Institutional Health-
care Providers (HFM-2/89)

Statement 12: Accounting for Resource Transfers Among Affiliated Entities
(HFM-10/90)
Note: Statement 10 was replaced by Statement 19

Statement 13: Timing Differences Pertaining to Third-Party Payment
(HFM-1/92)

Statement 14: The Presentation of Patient Service Revenue and Related
Issue (HFM-10/92)
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APPENDIX B: HFMA PRINCIPLES AND 
PRACTICES BOARD ISSUE ANALYSES

As of May 1, 2006

In addition to the preceding statements of position, the HFMA P & P
Board also releases issue analyses, which provide short-term assistance to
the healthcare industry on emerging issues. Issue analyses are not sent out

for public comment prior to their release, which is the practice with state-
ments of position. 

The HFMA Board of Directors assigns issues for analysis to the P & P
Board. Current issues being analyzed by the P & P Board include disclosure;
mergers, acquisitions, and collaborations; and managed care risk-contracting.

When completed, all P & P Board issue analyses are available for pur-
chase as monographs from the HFMA website at www.hfma.org
/library/accounting/reporting/PPB_pubs.htm. The following issue analy-
ses are available from the website at this time.

Issue Analysis Monograph
Number Title Publication Date

IA 05-01 The Relationship of Community Benefit 4/05
to Hospital Tax-Exempt Status

IA 02-01 Recognition of Other-than-Temporary 11/02
Decline in Investments for Tax-Exempt
Organizations

IA98-01 Compliance with Laws and Regulations 6/98
for Healthcare Organizations

IA97-01 Assessing Managed Care Contracting Risk 4/97

IA95-01 Acquisition of Physician Practices 9/95
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GLOSSARY

Accounts payable. Amounts owed by the hospital to suppliers and other trade
creditors for merchandise and services purchased from them but for which the
hospital has not yet paid. (Chapter 1)

Accounts receivable. The amount of money due the hospital from patients and
their third-party sponsors for services provided to them but for which the hospi-
tal has not yet been paid. (Chapter 1)

Accrual basis. Under this system of accounting, revenues are recognized and
recorded in the time period in which they are earned by the hospital in 
rendering services and selling products to patients and others, regardless of when
(if ever) the related inflow of cash occurs. Expenses are recognized and recorded
in the time period in which they are incurred, or consumed in revenue-produc-
ing activities of the hospital, regardless of when (if ever) the related outflow of
cash occurs. It is a GAAP that should be employed by all hospitals. (Chapter 4)

Accrued expenses. Expenses that have been incurred but for which the 
hospital has not yet paid. (Chapter 5)

Accrued expenses payable. Liabilities for expenses that have been incurred by
the hospital but for which the hospital has not yet paid. Also called accrued lia-
bility. (Chapter 1)

Accrued revenues. Revenue items that the hospital has earned but for which
the hospital has not recorded a receivable or collected cash. 
(Chapter 6)

Accumulated depreciation. The amount of plant asset costs consumed by the
use of the assets and treated as an operating expense of the hospital during the
time that has elapsed since the assets were acquired. (Chapter 1)

Accumulation. The process of recording and classifying the business transactions
and financial events that occur in the economic life of the hospital. (Chapter 1)

Adjusting entry. An entry made at the end of an accounting period to assign
income and expenses to a different period. These entries are made under the
accrual accounting system to correctly reflect the timings of income and expendi-
ture. (Chapter 5) 
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Allowance for uncollectible accounts. Amounts extimated to be uncol-
lectible in the future due to bad debt expense, contractual adjustments, and
charity services adjustments. This is a contra asset acount to the accounts
receivable account on the balance sheet. (Chapter 7)

Assets. The economic resources of the hospital that are recognized and meas-
ured in conformity with GAAP. (Chapter 1)

Bad debt. Arises from services rendered to patients who are able but unwill-
ing to pay. For GAAP reporting purposes, bad debt is presented as an operat-
ing expense, not as a revenue deduction. (Chapter 7)

Balance sheet. A presentation of the financial position of a hospital at a 
particular point in time. Also referred to as a statement of financial condition
(or position). (Chapter 1)

Board-designated assets. Certain assets that are earmarked by the board for a
specific purpose. Assets that are so designated, however, are unrestricted assets
and must be reported as a part of the hospital’s unrestricted fund. (Chapter 15)

Board of directors. The term used in for-profit hospitals to describe the gov-
erning board at the top of the hospital’s organizational structure. (Chapter 1)

Board of trustees. The term used in not-for-profit hospitals to describe the gov-
erning board at the top of the hospital’s organizational structure. (Chapter 1)

Cash. The amount of actual money and other immediately available resources
or credit instruments generally accepted as a medium of exchange and used as
money equivalents. (Chapter 16)

Cash basis. In this system of accounting, revenues are recorded in the time
period in which they are received in cash; expenses are recognized and
recorded in the time period in which they are paid in cash. It is not 
appropriate for hospitals. (Chapter 4)

Charity care adjustment. The difference between the hospital’s established
rates for services provided to the financially indigent and the amount 
collected (if any). In compliance with GAAP, charity care is reported as 
a note to the financial statements. (Chapter 7)

Closing entries. Entries made in the journal and posted to the ledger to
eliminate the revenue and expense account balances and accomplish the clos-
ing of the books. (Chapter 4)
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Closing the books. This procedure consists of the closing of revenue and
expense accounts in the hospital’s ledger and the adjustment of the hospital
net assets to the balance at which it is stated in the year-end balance sheet.
(Chapter 4)

Communication. The process of reporting recorded information to those
who use it. (Chapter 1)

Community hospitals. Defined by the American Hospital Association as all
nonfederal short-term general and other special hospitals whose facilities and
services are available to the public. (Chapter 1)

Compound entries. Entries having more than one debit or credit. 
(Chapter 2)

Contra asset accounts. A negative asset account. It has a credit balance and
offsets the debit balance of the corresponding asset. (Chapter 7)

Contractual adjustments. The amount of the differences between full rates
and contractual agreements with third-party payers. (Chapter 16)

Coupon bond. A long-term liability in which no record is kept of the owners
of the bond; rather, interest on coupon bonds is paid to all bondholders who
present the periodic interest coupons that accompany the bond 
certificates. (Chapter 20)

Credit. An entry or a balance on the right side of an accounting record.
(Chapter 2)

Current assets. Consist of cash plus other assets that will be converted into
cash or consumed by operations within one year from the balance sheet date.
(Chapter 1)

Current liabilities. Obligations that mature and will be paid by the use of
current assets within one year from the balance sheet date. (Chapter 1)
Current ratio. Obtained by dividing current assets by current liabilities.
(Chapter 22)

Debentures. Unsecured bonds, such as those that are secured only by the
hospital’s reputation and general financial resources. (Chapter 20)

Debit. An entry or balance on the left side of an accounting record. 
(Chapter 2)
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Deferred income. Income that has been received in cash by the hospital but
that the hospital has not yet earned and for which it is obligated to provide
some specific service in the future. (Chapter 1)

Deferred revenues. Revenue items for which cash has been received but that
the hospital has not yet earned. Sometimes called deferred income, prepaid
income, or revenues received in advance. (Chapter 6)

Depreciable cost. The acquisition cost of a plant asset minus its estimated sal-
vage value. Also known as depreciation base or depreciation basis. (Chapter 18)

Depreciation. An accounting procedure by which the cost (less salvage value,
if any) of certain plant assets is allocated to expense over the estimated useful
lives of such assets in a systematic and rational manner. (Chapter 7)

Depreciation expense. The amount of plant asset cost allocated to a 
particular accounting period. (Chapter 7)

Direct method. Method of reporting cash flow where cash receipts and 
disbursements are presented by major classes of revenues and expenses. 
(Chapter 21)

Endowment. Consists of contributed resources that, by donor restriction, are
not to be expended but are to be held intact for the production of income.
(Chapter 15)

Excess of revenues over expenses. The difference between the revenues and
expenses of the period. It also may be referred to as net income or net margin.
(Chapter 1)

Expenses. The costs of services, supplies, and other items purchased and con-
sumed by the hospital in the provision of patient care services during a given
period of time. (Chapter 1)

Face value. The nominal dollar amount assigned to a security by the issuer.
Also known as maturity value. (Chapter 20)

Financing activities. Generally are transactions that involve the acquisition
and repayment of resources obtained through short-term and long-term 
borrowings in the form of bonds payable, mortgages payable, and notes
payable. (Chapter 21)

Fund accounting. A system of accounting in which the resources (and related
obligations) of a hospital are segregated in the accounting records into self-
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balancing sets of accounts (“funds”) for the purpose of carrying on specific
activities or attaining particular objectives in accordance with legal and other
restrictions. (Chapter 15)

General obligation bonds. Bonds issued by hospitals having extremely high
credit ratings that are secured only by the hospital’s reputation and general
financial resources. (Chapter 20)

Generally Accepted Accounting Principles (GAAP). A body of rules, con-
ventions, concepts, and standards that accountants must observe in reporting
financial information. (Chapter 1)

Group depreciation. Application of a single depreciation rate to the total cost
of a combined group of assets. Also known as composite depreciation. 
(Chapter 18)

Hospital accounting. The accumulation, communication, and interpretation of
historical and projected economic data relating to the financial position and
operating results of a hospital enterprise, for purposes of decision making by
its management and other interested parties. (Chapter 1)

Indirect method. Method of reporting cash flow where the reconciliation is
moved up into the body of the statement and is substituted for the presenta-
tion of cash inflows and outflows from operating activities. (Chapter 21)

Interim and/or internal statements. The financial statements that are issued
during the course of a year. (Chapter 1)

Internal control. Comprises the plan of organization and all of the coordi-
nated methods and measures adopted within a business to safeguard its assets,
check the accuracy and reliability of its accounting data, promote operational
efficiency, and encourage adherence to prescribed managerial policies. 
(Chapter 1)

Interpretation. The effort made by accountants to analyze and evaluate
reported information so that it may be better understood and more easily
used by decision makers. (Chapter 1)

Inventory. The cost of food, fuel, drugs, and other supplies purchased by the
hospital but not yet used or consumed. (Chapter 1)

Investing activities. Generally consist of transactions in which the hospital
purchases and sells investments in securities (that are not cash equivalents)
and plant assets. (Chapter 21)
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Journal. A chronological record of financial events in the economic life of the
hospital. (Chapter 3)

Journalizing. The process of recording transactions in the journal. (Chapter 3)

Land, buildings, and equipment. The original acquisition costs of tangible
plant assets used in hospital operations. (Chapter 1)

Liabilities. The economic obligations of the hospital that are recognized and
measured in conformity with GAAP. (Chapter 1)

Long-term investments. The cost of governmental and corporate securities
that the hospital owns and intends to hold for a period of time in excess of
one year. (Chapter 1)

Long-term liabilities. Economic obligations that will not be discharged with
resources classified in the balance sheet as current assets. Long-term liabilities
are ordinarily based on a written contract, such as a mortgage document,
bond indenture, or lease agreement. Also known as noncurrent liabilities or
fixed liabilities. (Chapter 20)

Matching principle. The revenues of the hospital are matched with the account-
ing period during which they are earned. The expenses of the hospital are
matched to the extent practicable with the revenues to which they are related.
There is a matching of expenses with revenues in each accounting period to per-
mit a meaningful and useful measurement of periodic net income. (Chapter 5)

Natural business year. A fiscal year or accounting period that ends June 30
or September 30. (Chapter 5)

Net assets. The excess of hospital assets over hospital liabilities. Is sometimes
called equity, capital, or net worth. (Chapter 1)

Net assets accounting. The FASB Statement No. 117’s provision that each of
the individual internal funds in an organization must be classified into one or
more of the three broad classes of net assets (unrestricted net assets, temporar-
ily restricted net assets, and permanently restricted net assets). (Chapter 15)

Nominal (temporary) accounts. The statement of operation accounts, all
revenue and expense accounts, which are closed when closing the books.
(Chapter 4)

Noncurrent assets. Assets that will not be consumed within the next year.
(Chapter 1)
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Noncurrent liabilities. A debt not due to be paid within the next year. Also
known as long-term liabilities or fixed liabilities. (Chapter 1)

Not sufficient funds (NSF). Memo produced when there is an insufficient
amount of funds in a checking account to cover the checks written. 
(Chapter 16)

Notes payable. Short-term borrowings by the hospital from banks and other
financial institutions. (Chapter 1)

Operating activities. Activities directly or indirectly related to the provision of
healthcare services to patients. (Chapter 21)

Operating expense ratio. The mathematical complement of the operating
income ratio. (Chapter 22)

Operating profit margin. Obtained by dividing the operating income by the
total operating revenues. Also known as the operating income ratio. (Chapter 22)

Postclosing trial balance. A trial balance of the ledger to determine whether
the accounts are in balance after the books are closed. (Chapter 4)

Posting. The process of transferring journalized information into the accounts
in the hospital’s ledger. (Chapter 3)

Preadjusted trial balance. The trial balance taken after all transaction entries
have been journalized and posted. (Chapter 5)

Preclosing trial balance. A trial balance of the ledger to determine whether
the accounts are in balance before the books are closed. (Chapter 4)

Premium. A price greater than the face value. (Chapter 19)

Prepaid expenses. Expenditures made by the hospital for goods and services
not yet consumed or used in hospital operations. Sometimes called deferred
expenses or deferred charges. (Chapter 5)

Quick assets. Consist of cash and those other assets (temporary invest-
ments and receivables) that can be quickly and directly converted into cash.
(Chapter 16)

Real (permanent) accounts. Balance sheet accounts that are not closed. The
balances of these accounts—assets, liabilities, and net assets—are carried over
into the next year as the opening balances for that year. (Chapter 4)
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Receivables. The realizable cash value of the hospital’s legal claim against its
patients, third-party payers, and others. (Chapter 16)

Registered bonds. Bonds on which interest is paid only to bondholders of
record (i.e., those whose holdings are recorded by the issuing hospital or its
registrar agent). (Chapter 20)

Responsibility accounting. Relies on the basic principle that each organiza-
tional unit (e.g., division, department, section) of the hospital is a responsibil-
ity center that performs an activity or function and is headed by an individual
responsible for attaining its mission. (Chapter 10)

Responsibility reporting. The procedure of classifying hospital expenses on a
primarily functional basis to associate the expenses with the organizational
units and individuals who are responsible for them. (Chapter 1)

Restricted resources. Donated resources received by hospitals that are restricted
by donors to specific uses and purposes. Such resources are not available for any
purpose other than that specified by the donor. The term should be used only to
refer to resources that are externally restricted. (Chapter 15)

Revenue. Economic values earned by the hospital through the provision of
services and sales of products to patients. (Chapter 1)

Revenue bonds.  A long-term liability on which interest is paid from specified
revenue sources. (Chapter 20)

Revenue centers. Centers that generate revenues through the provision of
patient services for which a specific charge is made. (Chapter 10)

Reversing entries. In some accounting systems, these entries are prepared on
the first day of each new accounting period to reverse certain previously
recorded adjusting entries. The reversing entries are made to avoid certain
complications in the accounting routine. (Chapter 5)

Routine services. The provision of room, board, and normal nursing services
to inpatients. Also known as daily patient services. (Chapter 12)

Salvage value. The amount, if any, for which an asset can be sold at the end
of its useful life. Also called residual value, or scrap value. (Chapter 7)

Secured bonds. Bonds that involve pledging specific plant assets under liens as
security to bondholders. Also known as mortgage bonds. (Chapter 20)
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Serial bonds. Bonds that mature in installments over a period of years.
(Chapter 20)

Sinking fund. A pool of resources earmarked for the payment of interest
charges and for the retirement of bonds. (Chapter 20)

Statement of cash flows. Used to report the basic reasons for the changes in
the organization’s short-term balance sheet cash. Required by FASB State-
ment No. 95 as an essential component of a complete set of financial state-
ments. (Chapter 21)

Statement of changes in financial position. Required in 1971 by the Amer-
ican Institute of Certified Public Accountants to be included in the external
reporting of the financial affairs and activities of an economic enterprise. The
statement was designed to present the sources and uses of working capital
during a given period of time within the unrestricted fund. (Chapter 21)

Statement of changes in net assets. Used to report the summary reason for
the changes in the three most common net assets. (Chapter 1)

Statement of operations. A presentation of the operating results of a hospital
for a specified period of time. Also may be referred to as the income statement,
the statement of revenues and expenses, the profit-and-loss statement, or simply
the operating statement. (Chapter 1)

Stock dividends. Stockholders are given additional shares of stock without
charge. (Chapter 19)

Straight-line depreciation. A method of calculating the depreciation of an asset
by subtracting the salvage value of the asset from the purchase price, and then
dividing this number by the estimated useful life of the asset. (Chapter 7)

Temporary investment. An investment that can be quickly and directly con-
verted into cash. (Chapter 16)

Term bonds. Bonds that mature on a single fixed maturity date. 
(Chapter 20)

Term note receivable. Indicates that the face amount of the note and all inter-
est is payable in a single sum on the maturity date of the note. (Chapter 16)

Trade discounts. Discounts obtained from a supplier because of large-volume
buying or other reasons. (Chapter 17)
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Unit depreciation. Applying the straight-line method of depreciation to a
single unit or item of equipment. (Chapter 18)

Unrestricted fund. This fund includes all hospital resources, with related
obligations, that are not restricted by any external authority or donor. All of
the resources of this fund are available for general operating activities at the
discretion of the hospital’s governing board. In addition, the accounts of the
unrestricted fund include all the revenues and expenses to be reported in the
hospital’s statement of operations. (Chapter 15)

Unrestricted net assets. Resources with no stipulation or restriction by the
donor about the specific purpose for which the money is to be used. 
(Chapter 15)

Voucher. A document prepared for approving disbursements that includes the
auditing of invoices and the securing of authorizations. (Chapter 11)

Voucher system. Before a check is written, an investigation is made of the
proposed disbursement, and (if approved) a credit is made to a liability
account (accounts payable). When the check is written, an entry is made in
the cash disbursements journal. (Chapter 11)

Worksheets. Device used by accountants to facilitate the preparation of finan-
cial statements. Sometimes called working papers. (Chapter 4)

                



461

Account balance, 39–44
Accounting equation: borrowing on, 33;

expanding, 35–36; explanation of,
13–14, 32–33; loan repayment, 33; pur-
chases, 34; revenue transactions, 34–35

Accounting function, 9–12
Accounting information, 53
Accounting periods, 96
Accounting process, 10–11
Accounting Standards Executive Com-

mittee. See ACSEC
Accounting units, 190
Accounts payable: balance sheet, 17; bond

acquisition, 361; bond issue, 380, 381;
bond retirement, 384; definition of,
331; department, 256–57; interest pay-
ments, 383, 386; journal. See Voucher
register; purchase discounts, 331; reac-
quisitions, 389; stock acquisition, 368;
subsidiary ledger, 201–202, 257–58

Accounts receivable: aging schedule, 303,
304; balance sheet, 15; subsidiary
ledger, 201, 204, 207

Accrual basis, 80
Accrued expense payable, 17, 102
Accrued expenses, 95, 102
Accrued interest, 102–3
Accrued interest payable: adjusting entry,

174; transaction entry, 103; voucher 
register entry, 383

Accrued interest receivable: adjusting
entry, 169; amortization debit/credit,
363, 365; bond interest income, 362,
363, 365; sale entry, 366–67; temporary
investment, 297–98

Accrued liabilities, 102, 335
Accrued payroll, 102, 106–107
Accrued revenues: definition of, 113, 116;

examples of, 116; trial balance, 95

Accrued salaries and wages, 103–105, 173
Accumulated depreciation: balance sheet,

16; buildings, 172–73; equipment, 127
Accumulation, 10
ACSEC, 12
Adjusted cash balance, 289–90
Adjusted trial balance, 153
Adjusting entry: accrued expenses, 118;

accrued interest, 103; accrued interest
payable, 119, 150, 174, 177; accrued
interest receivable, 116, 119, 150, 169,
177; accrued revenues, 116, 118;
accrued salaries and wages payable, 119,
150, 173; bad debt expense, 135, 151,
177, 303; bank reconciliation, 290;
charity care, 151; contractual allowance,
151; deferred expenses, 118; deferred
rent, 114; deferred rental income, 114,
119, 150, 173–74, 177; deferred
tuition, 115, 119, 150; depreciation
expense, 125–29, 151, 172–73, 177;
interim financial statements, 176–77;
investment account, 365–66; prepaid
insurance, 99–100, 119, 150, 172, 177;
prepaid interest, 100, 119, 150; prepaid
rent, 150; salaries and wages, 104–105;
supplies expense, 321; uncolllectable
accounts, 151, 171–72; year-end 
receivables, 232

Administrator, 7
Admitting process control, 310–11
AHA, 2–3
AICPA: Accounting and Auditing Guide

for Health Care Organizations, 273,
397; financial statement requirements,
397; Hospital Audit Guide, 12; prohibi-
tions, 11–12; zero tolerance policy, 11

Ambulatory Payment Classification. 
See APC system

INDEX
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American Hospital Association. See AHA
American Institute of Certified Public

Accountants. See AICPA
Amortization: bond interest, 382–88; of

discount, 362; monthly, 363, 365–66; of
premium, 364–65; serial bonds, 391–92

Ancillary services, 7, 221, 223–24
APC system, 5
Assets: balance sheet accounts, 185–86;

definition of, 15, 84; numerical coding,
54, 185–86; sequencing of, 16–17;
types of, 15–16; valuation of, 16

Audit trails, 224, 227

Bad debts: adjusting entries, 135, 151,
169, 177, 303; aging procedure, 302,
303–306; charges percentage, 301, 302,
306; determination of, 135–36; as rev-
enue deduction, 131–32; uncollectible
account write-off, 171–72; year-end
receivables percentage, 301, 302, 306

Balance sheet: accounting equation,
13–14; accounts, 185–88; accrual basis,
82; adjusting entries from, 168; asset
sequencing, 84; comparative, 399; data
flow, 268, 272; deferred revenue listing,
335; definition of, 13; depreciation
expense, 127; elements of, 14–18;
financial position, 84, 419, 420; fund
accounting, 275; horizontal analysis,
424; information generated, 10; interim
statement, 176; liability sequencing, 84;
opening/closing balances, 20–21;
preparation of, 84–85, 149; purpose of,
397; vertical analysis, 427

Balanced Budget Act (1997), 1, 5
Bank reconciliation: adjusted cash balance,

289–90; procedures, 287–91; purpose
of, 286; retention of, 290–91

Basis, 346
Billing function, 311
Board-designated assets, 276
Board of directors, 7
Board of trustees, 6–7
Bond(s): accounting procedures, 385,

387; acquisition of, 360–62; amortiza-
tion, 362–66; brokerage fees, 361; 
discount, 360–61, 364, 379–81; early
retirement of, 391; indenture, 378;
interest, 360, 382–88; interest income,

362–67; interest expense, 392; invest-
ments in, 360–67; issuance of, 379–82;
normal retirement of, 388; payable,
377–78, 384; premium, 361–62, 366,
379, 381–82; reacquisition of, 388–89;
sale, 366–67; types of, 378

Bondholders of record, 378
Book balance, 286–87
Book value, 127
Brokerage fees, 361
Budget, 8
Budget variance analysis, 434
Buildings account, 16, 343
Business transaction: accounting equation

effect, 33–35; analysis, 37; debit/credit
methodology, 36–38; documentary 
evidence of, 32; journalizing, 56–61;
manual system, 31; recording process,
66–68

Callable bonds, 378
Capital. See Net assets
Capital assets. See Plant assets
Cash: balance sheet, 15; basis, 80–82; 

definition of, 285; disbursement,
62–63; dividends, 368–70; inflows,
405, 406; internal controls, 295–96;
outflows, 405, 406; transaction, 61–63

Cash disbursement journal: bond acquisi-
tion, 361; bond issue, 380, 381; bond
retirement, 384, 389; equipment pur-
chase, 344; interest payment, 383, 386;
investment entries, 361; notes payable,
332, 333; notes receivable, 310; paid
voucher, 261; payroll, 245; petty cash,
291, 292; purchase discounts, 332,
334; purpose of, 201, 210; sample,
213, 262; serial bond, 392–93; stock
acquisition, 368; supplies, 334; tempo-
rary investment, 297

Cash flow: categories of, 400; classification
of, 406; financing activities, 406, 410;
investing activities, 406, 409–10; oper-
ating activities, 406, 407–8

Cash payments journal. See Cash disburse-
ments journal

Cash receipt: slip, 229, 231; transaction,
63; types of, 229

Cash receipts journal: accrued interest
receivable, 363, 365, 366; bond issue,
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380, 381; bond sale, 366–67; cash
entry, 297; contractual adjustment entry,
307; dividends receivable, 371; equip-
ment, 350, 351; example, 206, 207,
230; investment account, 363, 365,
371; major movable equipment, 352;
notes payable, 332; notes receivable,
309; prepaid interest, 333; purpose of,
201; revenue deduction accounts,
231–32; serial bond, 392–93; temporary
investment, 297, 298

CEO, 7
CFO, 8
Charge funds, 294
Charge tickets, 223–24, 227
Charity care adjustments, 130–31
Charity care allowance, 134–36
Charity service, 308
Chart of accounts: coding, 54, 56; expan-

sion of, 185–97; restricted funds, 281;
sample, 55; transaction types, 54

Check register. See Cash disbursements
journal

Checks, 288
Chief executive officer. See CEO
Chief financial officer. See CFO
Chief information officer. See CIO
Chief of staff, 7
CIO, 8
Closing the books, 85–88
Closing entry: example, 85–86; journal,

86, 154; ledger, 154–56; net asset 
balance with, 44; preparation, 153–54

Common-size analysis, 422–28
Communication, 10
Community hospital, 3
Comparative data, 175–76
Compliance officer, 8
Composite depreciation, 349, 350
Compound-interest method, 382
Contra asset account, 125, 127
Contractual adjustments, 130, 133–36,

306–308
Contributed resources, 273–74
Control account, 232–34
Cost, 343–44
Coupon bonds, 378
Credit: account use, 39–44; definition of,

38; memos, 289; methodology, 36–38
Current assets: on balance sheet, 84; 

component percentages, 427–28; 
definition of, 16; turnover, 435

Current liabilities: accounts payable,
331–34; accrued liabilities, 335; on 
balance sheet, 84; deferred revenue,
335; definition of, 17, 330; internal
control, 335; maturities of long-term
liabilities, 334–35; notes payable,
330–31

Current ratio, 434–35

Daily patient services, 221
Data trends, 422
Day-rate service sheet, 221, 222
Debentures, 378
Debit: account use, 39–44; definition of,

38; memos, 288–89; methodology,
36–38

Debt/net asset ratio, 438
Deferred charges. See Prepaid expenses
Deferred expenses. See Prepaid expenses
Deferred income. See Deferred revenues
Deferred rent, 113–14
Deferred rental income, 173–74
Deferred revenues: accounting procedures

for, 115–16; balance sheet, 17, 335;
definition of, 113; examples of, 113;
trial balance, 95

Deferred tuition, 114–15
Deposits, 287, 288
Depreciable cost, 346
Depreciation: adjusting entries, 125–26,

137, 172–73; base, 346; of buildings,
128; definition of, 126; of equipment,
128–29; expense, 126, 347; funding of,
349–50, 359; half-year, 348–49; nature
of, 126–28; of plant assets, 345–50;
straight-line, 127; trial balance, 95

Diagnosis-related group. See DRG
Director of nursing, 7
Disbursement, 62–63
Disbursing officer, 210
Discount, 362
Discrepancies, 234
Dividends, 368–71
Divisional managers, 188
Divisional units, 7, 188–89
Documentary evidence: accumulation 

of, 201; importance of, 53; of 
transactions, 32
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Donated services, 247
Double-ruling, 86
DRG, 5

Effective-yield method, 382
Employee: benefits account, 249; individ-

ual earnings records, 245, 246; over-
time computation, 238–39; payroll
check, 242–43; time records, 238, 239

Employer, FICA match, 241
Endowment: bonds from, 367; funds,

282–83; long-term investment 
acquisition, 359

Equipment: balance sheet, 16; categories,
343; journal entries, 350, 352; retire-
ment of, 350–51

Equity. See Net assets
Ethics, 11–12
Excess of revenues over expenses, 18, 24
Exchange transactions, 411–12
Expected service volume, 8
Expense account: closing entries, 85;

numerical coding system, 195–96
Expense analysis, 432–33
Expenses: accrual basis, 80; definition of,

23; functional classification, 23; match-
ing principle, 96; natural classification,
24; statement of operations, 23–24

External restrictions, 276

Face value, 378
Fair Labor Standards Act, 238–39
FASB, 273: Opinion No. 19, 397; purpose

of, 12–13; Statement No. 95, 397;
Statement No. 124, 359, 371

Federal Hospital Insurance Program, 240
Federal Insurance Contributions Act,

240–42
Federal unemployment tax. See FUTA
FICA taxes, 240–42
FIFO, 327–28, 329–30, 371
Financial Accounting Standards Board.

See FASB
Financial information, 8–9, 53
Financial position, 84, 433–38 
Financial services division, 8
Financial statement: balance sheet. See

Balance sheet; financial position analy-
sis, 433–38; horizontal analysis,
421–22; preparation, 149; profitability

analysis, 429–31; purpose of, 12–13;
ratio analysis, 428; revenue/expense
analysis, 431–33; statement of opera-
tions. See Statement of operations; 
vertical analysis, 422–28; from work-
sheet, 144, 146–49

Financing activities, 406, 410
First-in, first-out costing. See FIFO
Fixed assets. See Plant assets
Fixed equipment account, 343
Fixed liabilities. See Long-term liabilities
Fund accounting: definition of, 275;

explanation of, 18; fund types, 277–83;
nature of, 274–76; principles of,
273–83; use of, 273

FUTA, 248–49

GAAP: application of, 12; bad debt, 131;
expenses, 23; revenue determination,
21–22; source of, 12–13; temporary
investments, 298

General fund, 277
General journal: accrued interest receiv-

ables, 297, 309, 362, 364; adjusting
entry. See Adjusting entry; bad debt
expense, 304; bond interest, 383, 384,
386, 392–93; contractual adjustment
entries, 306–307; depreciation expense,
347; dividends receivable, 371; donated
services, 247; form, 56; interest
expense, 332, 333; notes receivable,
309; notes receivable discounted,
309–10; payroll entries, 243, 245; 
purpose of, 210, 215; sample, 214,
264; temporary investment, 297;
voucher entries, 261

General ledger: cash disbursements journal
postings, 210; cash receipts journal
posting, 207, 231; departmental totals,
245; inpatient revenue journal postings
to, 204; journal postings, 263; month-
end postings, 233; outpatient revenue
journal postings, 207; posting to,
66–68, 201; sample, 67, 265–68

Generally accepted accounting principles.
See GAAP

General obligation bonds, 378
General worksheet, 77
Gifts, 359, 367
Group depreciation, 348–49
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Half-year depreciation, 348–49
Healthcare cost, 3–5
Healthcare expenditures: annual, 1; con-

sumers of, 2, 3; projected, 1; sources
of, 1–2

Healthcare Financial Management 
Association. See HFMA

Healthcare industry, 1
HFMA, 12–13
Historical cost, 23
Historical economic data, 10
Horizontal analysis, 421–22
Hospital: accounting, 9–10; financial

needs, 5; objective/purpose of, 5–6;
organization chart, 6–8; ownership, 3;
resources, 6; statistics, 2–3

Imprest cash funds, 291–95
Income statement. See Statement of 

operations
Income taxes, 240
Information services, 8
Inpatient ledger card, 219–21
Inpatient revenue journal, 202–204, 219–27
Inpatient services, 4–5
Interim financial statements, 20, 165–77
Internal control: cash, 295–96; current

liabilities, 335; definition of, 11; inven-
tory, 330; long-term investments, 372;
receivables, 310–11; value of, 11

Internal statements, 20
Interpretation, 10
Inventory: accounting systems, 319–23;

analysis, 436–37; balance sheet, 15;
FIFO, 327–28; internal control, 330;
LIFO, 328–29; physical record, 326;
requisition form, 324; specific identifi-
cation method, 324–25; valuation
methods, 323–30; weighted-average
costing, 325–27

Investing activities, 406, 409–10
Investment account, 365–66

Journal, 51: adjusting entries, 119, 137,
150–51, 177; closing entries, 85–86,
154; definition of, 57; entry elements,
57; purpose of, 61–63; recording in,
56–61; sample, 58–59; system, 200,
202–15; transaction entries, 57–61,
201; types of, 56

Journalizing, 51, 56–61, 144
Land account, 16, 342
Land improvements account, 342
Last-in, first-out costing. See LIFO
Ledger: account, 63–64; adjusting entry,

151, 152–53; balance maintenance,
39–44; closing entries, 87, 154–56;
posting journal data to, 64–66, 177;
system, 200, 213; trial balance, 43–44,
88; types of, 66

Liabilities: definition of, 17, 84; numerical
coding, 54, 188; sequencing of, 18;
types of, 17–18

LIFO, 328–29, 329–30
Liquidity, 16
Long-term assets, 16
Long-term investments: accounting proce-

dure, 360–62; acquisition by gift, 359;
balance sheet, 16; bonds, 360–67; cash
receipts journal entries, 363; income
from, 359; internal controls, 372; mar-
ket value, 359; stocks, 367–71

Long-term liabilities: balance sheet, 17,
84; bonds, 377–91; current maturities
of, 334–35; definition of, 17, 377

Lost revenue, 131

Mail remittance report, 229
Major movable equipment account, 343,

344
Manual systems, 31
Marketable debt securities, 296
Market value, 127
Matching principle, 96–97
Maturity value, 378
Medical director, 7
Medical services division, 7
Medicare, 5, 240, 241
Minor equipment account, 343
Monthly trial balance, 165–67
Mortgage bonds, 378

Natural business year, 96
Negative asset account, 125
Net assets: analysis, 437–38; closing entry,

44; beginning/closing, 35–36, 37; 
classifications, 273, 277–83; definition
of, 18, 84; designators, 185–86; numer-
ical coding system, 188; self-balancing,
275–76; valuation of, 371
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Net income, 18, 24
Net loss, 18
Net margin, 18, 24
Net worth. See Net assets
Nominal (temporary) accounts, 85
Noncash transaction, 61–62
Noncurrent assets, 16, 84
Noncurrent liabilities. See Long-term 

liabilities
Nonoperating income, 23
Nonoperating revenue, 273
Not sufficient funds. See NSF
Notes payable: accounting for, 332–33;

balance sheet, 17; definition of,
330–31; prepaid loan expense, 331

Notes receivable, 308–10
NSF, 289
Numerical coding system: asset accounts,

185–86; expense accounts, 195–96; 
liability accounts, 188; net assets
accounts, 188; plant assets, 342; rev-
enue accounts, 191–92, 194–95

Nursing services division, 7

OASDI, 241
Old Age, Survivor, and Disability 

Insurance. See OASDI
Operating activities, 406, 407–409
Operating expense, 271, 423, 430
Operating income, 80
Operating plan, 8
Operating profit margin, 429–30
Operating revenue, 422–23
Operating statement. See Statement 

of operations
Organizational unit, 8
Organization chart, 189
Other clinical services division, 7
Other operating revenues, 22–23
Outpatient revenue journal, 204–205,

207, 227, 228
Outpatient services reimbursement, 5
Overtime computation, 238–39

Patient services revenues, 194–95, 270
Patients’ ledger, 231
Patients’ subsidiary ledgers, 311
Payables ledger. See Accounts payable:

subsidiary ledger
Payment mechanisms, 4

Payroll: accounting procedures, 237–49;
check, 242–43; check distribution, 247;
checking account, 290–91; deductions,
239–42; FICA tax withholding, 240–42;
gross payroll, 237–39; income tax with-
holding, 240; journal, 207–209, 243–44,
261; other withholding, 242; recording,
242–47; related costs, 247–49; safeguard-
ing funds, 245–47; subsidiary ledger,
202; unemployment taxes, 248–49; 
vacation pay, 248; withholding entries,
241–42

Periodic depreciation, 345–48
Periodic inventory system, 320–21,

325–28
Permanently restricted net assets, 273
Permanent net assets, 437–38
Perpetual inventory ledger card, 323
Perpetual inventory system, 321–23,

326–29
Petty cash: accounting procedures for,

291–92; debits/credits to, 293, 295;
disbursement slip, 293; disbursement
summary, 294; documentation, 292–93

Physical inventory record, 326
Plant assets: accounting procedure,

344–45; acquisition of, 341–45; classifi-
cation of, 342–43; cost, 341, 343–44;
criteria, 341; depreciation of, 345–50;
disposal of, 350–53; donated, 344;
exchanges of, 352–53; half-year deprecia-
tion, 348–49; normal retirement of,
350–51; sale of, 354–55; subsidiary
ledger card, 345–48, 351; useful life, 341

Plant replacement/expansion funds,
279–82

Postclosing trial balance, 88, 156, 157
Posting: adjusting entry, 151; closing

entries, 154–56; definition of, 64; 
procedure illustration, 65; process, 51;
transaction entries, 144

P&P Board, work of, 12–13
PPS, 4
Preadjusted trial balance, 97, 98, 145
Preclosing trial balance, 88
Premium, 361, 364–65
Prepaid expenses: balance sheet, 15–16;

definition of, 97; examples of, 97–101;
procedure for, 101–102; trial balance,
95, 97

               



Index 467

Prepaid income. See Deferred revenues
Prepaid insurance, 97, 99–100, 172
Prepaid interest, 101
Prepaid loan expense, 331
Prepaid rent, 100–101
Principles and Practices Board. See P&P

Board
Profitability, 429–31
Profit-and-loss statement. See Statement 

of operations
Prospective payment system. See PPS
Prospective per diem system, 4
Protest fee, 310
Public confidence, 11–12
Purchase discounts, 333
Purchase order, 254, 256
Purchase requisition, 254–55
Purchases journal. See Voucher register
Purchasing department, 253–55

Quick assets: cash, 285–96; definition of,
285; receivables, 299–308; temporary
investments, 296–99

Quick ratio, 435

Rates of return,430–31
Ratio analysis, 428
Real (permanent) accounts, 85
Receivables: accounting procedures,

299–300; analysis, 436; bad debt,
300–306; contractual adjustments,
306–308; control accounts, 232–34;
definition of, 299; internal control,
310–11; ledger. See Accounts receivable:
subsidiary ledger; valuation of, 300

Receiving department, 255–56
Receiving report, 256, 257
Reconciliation, 410–11
Registered bonds, 378
Requisition-charge ticket, 223–24
Residual salvage value, 346
Residual value. See Salvage value
Responsibility accounting, 190–91
Responsibility reporting, 24
Restricted funds, 277–83
Restricted resources, 274, 276
Retrospective actual cost basis, 4
Return on investment, 430
Revenue: account, 85, 191–92, 194–95;

accrual basis, 80; analysis, 431–32;

bonds, 378; centers, 191; determination
of, 21–22; matching principle, 96;
received in advance. See Deferred rev-
enues; reporting of, 130; statement of
operations, 22–23

Revenue deductions: account debits,
231–32; reasons for, 129–37; receivables,
300; summary of adjustments, 137; trial
balance, 95

Revenue and expense summary account,
85–86

Reversing entries, 105–107, 117, 173
Routine services, 221

Salvage value, 126, 346
Sarbanes-Oxley Act, 12
Scrap value. See Salvage value
SEC, 11
Secured bonds, 378
Securities and Exchange Commission. 

See SEC
Serial bonds, 378, 391–93
Service life, 347
SFAS, 12
SFAS No. 117, 273, 274
Sinking fund, 378
Social Security taxes, 240–42
Specific-purpose fund, 278–79
Standing committees, 7
Statement of cash flows: cash flow classifi-

cations, 406; content of, 407–12; 
equation for, 404–405; information
generated, 10; nature of, 397–404; 
purpose of, 400; sample, 408, 411

Statement of changes in financial posi-
tion, 397

Statement of changes in net assets, 10,
397

Statement of Financial Accounting 
Standards. See SFAS

Statement of financial position. See
Balance sheet

Statement of net assets, 83, 148
Statement of operations: accounts,

188–97; accrual vs. cash basis, 80–82;
cash basis, 81; comparative, 398; defini-
tion of, 18; elements of, 19–24; expense
accounts, 195–96; format requirements,
22; GAAP format, 19; heading, 19–20;
horizontal analysis, 423; information
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generated, 10; interim statement,
174–75; Interpretation of, 419–20;
non-GAAP format, 19; other financial
statements and, 82–83; preparation of,
80–83, 148, 269; purpose, 397; rev-
enue accounts, 191–92, 194–95; sup-
plementary schedules, 23; trend analy-
sis, 425; trial balance, 167; unassigned
expenses, 196; vertical analysis, 426

Statement of revenues and expenses. 
See Statement of operations

State unemployment tax. See SUTA
Statistical information, 8–9
Stock: acquisition of, 368; disposition of,

371; dividends, 370–71; investments in,
367–71

Stores requisition form, 324
Straight-line depreciation, 127, 347–48
Subsidiary ledger: accounts receivable,

201–202; accounts payable, 201–202;
balancing, 213; inventory, 322; invest-
ment record, 369, 371; reconciliation,
234, 347–48; records, 345; transaction
recording, 66

Supplies expense: adjusting entry, 321;
debit entry, 320, 322; journal entry, 325

Support services division, 7
SUTA, 248–49

T-account, 39–40
Tangible assets. See Fixed assets
Tax remittances, 240
Temporarily restricted net assets, 273
Temporary investments, 296–99
Temporary net assets, 437–38
Term bond, 378
Term note receivable, 308
Third-party reimbursement system, 4
Three-way match, 257
Time records, 238, 239
Times interest earned ratio, 431
Transaction entry: accrued interest,

102–103; accrued salaries and wages,
105; deferred rent, 113–14; deferred
revenues, 115; deferred tuition,
114–15; interest income, 116–17; 
journalizing, 144; posting, 144; prepaid

interest, 100; prepaid rent, 100; record-
ing process, 57–61, 66–68, 201

Trial balance: account sequence, 68; con-
tractual allowance, 132–33; general
worksheet placement, 77, 79; incorrect
account balances, 95; monthly, 165–67;
postclosing, 88, 166–67; preadjusted,
145; preparation, 43–44; prepayment
adjustment, 97; revenue deductions,
129–37; salaries and wages, 104; sam-
ple, 69; unadjusted, 167–68

Unamortized bond issue, 380–82, 392
Unassigned expense, 191, 196
Uncollectible accounts: allowance for,

136–37; balance sheet, 186, 188; 
write-off of, 171–72

Unemployment taxes, 248–49
Unit depreciation, 348
Unrestricted fund, 276, 277
Unrestricted net assets, 273
Unsecured bonds, 378
Useful life, 341

Vacation pay, 248
Voucher package, 257, 258
Voucher register: accrued interest payable,

383, 386, 392; bond issue, 380, 381;
bonds payable, 384, 389; entry process,
257–58, 261; interest expense entries,
332, 333; investment entries, 360, 361,
368; major movable equipment, 344;
notes receivable discounted, 310; petty
cash, 291, 292; policies, 209–10; sam-
ple, 211–12, 259–60; serial bond,
392–93; supplies expense, 332, 334;
temporary investment, 297

Wages and Hours Law, 238–39
Weighted-average costing, 325–27,

329–30
Working papers. See Worksheet
Worksheet: completion, 144; day-rate

services/charge tickets, 224; expan-
sion, 144; financial statement develop-
ment, 77–79, 144, 146–49, 170; 
purpose of, 77
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