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. , - ASSOCIATION OF AMERICAN MEDICAL COLLEGES
e ' 1346 Connecticut Avenue, N.W.
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AGENDA

COMMITTEE ON FINANCIAL PRINCIPLES
FOR TEACHING HOSPITALS
Seven Continents V.I.P, Lounge
O'Hare International Airport

. Chicago, Illinois
Thursday, November 21, 1968
10:00 a.m. - 4:00 p.m.
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I. Call to Order -- 10:00 a.m.

II.. Aﬁproval of Minutes, Meeting of June 6, 1968 i Tab A
(L - III. Report on Action Items from June 6th Meeting Tab B

1V. Further Charge to Committee on Financial Principles for Teaching
Hospitals by COTH Executive Committee, Meeting of September 5 & 6,
1968 -- "It was agreed that the Committee on Financial Principles
Study the Problems of Payment to House Staff and Attending Physi-
cians, as well as the Definition of Includable Costs.”

T e CR R GE OB e (F T S B D

_ S V. Correspondence from Stuart M. Sessoms, M.D., and William G. _ Tab C
7. Anlyan, M.D. : :
o VI. Correspondence from Reid T. Holmes, Administrator, North Tab D.

Carolina Baptist Hospitals, Inc.

E- VII. Report -- Upcoming Meeting of Teaching Hospital Administrators with Tab E
B Representatives of Clinical Research Centers Branch and other NIH
Personnel

VIII. Report -- Design Review Committee Meeting (7 Medical Centers)
o . IX. New Indirect Cost Payment System ' Tab F

X. AHA Statement on Financial Requirements for Health Care Institutions Tab G
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XI._'Future Meeting Dates
XII. Other 0Old Business

XIII. New Business

XIV. Adjournment -- 4:00 p.m.

*' . .7 Luncheon will be served at 12:30 p.m.



COUNCIL OF TEACHING HOSPITALS
ASSOCIATION OF AMERICAN MEDICAL COLLEGES
1346 Connecticut Avenue, N.W,
Washington, D.C. 20036
202/223-5364

MEETING OF COMMITTEE ON FINANCIAL PRINCIPLES
FOR TEACHING HOSPITALS
O'HARE AIRPORT
CHICAGO, ILLINOIS
JUNE 6, 1968
10:00 a.m. - 4:00 p.m.

Present:

Charles R. Goulet, Chairman

Richard D. Wittrup, Vice Chairman

Vernon L. Harris

Gerhard Hartman, Ph.D.

Reid T. Holmes

Arthur J. Klippen, M.D,

Bernard J. Lachner

Roger B. Nelson, M.D.

Francis J. Sweeney, Jr., M.D.

Irvin G. Wilmot

Robert C., Linde, AHA Representative

Ralph G. Meador, Ph.D., (Deputy Director, Research Administration and
Executive Secretary, Committee on Research, Massachusetts General Hospital,
Boston, Massachusetts) attended at Lawrence E. Martin's request because of
the latter's inability to be present.

Invited Guests from National Institutes of Health:
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Thomas J. Kennedy, Jr., M.D., Director
Division of Research Facilities and Resources
National Institutes of Health

William R. DeCesare, M.D., Chief
General Clinical Research Centers Branch

Division of Research Facilities and Resources
National Institutes of Health

Kenneth A, Anderson, Grants Management Officer
Division of Research Facilities and Resources
National Institutes of Health

Robert B. Millman, M.D., Program Specialist
General Clinical Research Centers Branch
Division of Research Facilities and Resources
National Institutes of Health




Document from the collections of the AAMC Not to be reproduced without permission

-2a

Staff:

Matthew F. McNulty, jr., Director, COTH; Associate Director, AAMC
Fletcher H. Bingham, Ph.D., Assistant Director, COTH
Thomas J. Campbell, Assistant Director, Division of Operational Studies,AAMC

Also Present:

II.

III.

IV.'

John W. Colloton, Assistant-Superintendent, University of Iowa Hospitals

The Chairman Convened the Meeting Promptly at 10:00 a.m.:

Approval of Minutes:

The minutes of the January 25, 1968 meeting were approved as revised and

circulated on May 13, 1968

Welcome to New Members:

Mr. Goulet, Chairman, welcomed Francis J. Sweeney, Jr., M.D,, Hospital Director,
Jefferson Medical College Hospital, Philadelphia, Pennsylvania, as a new mem-
ber of the committee.

Discussion of Budgetary Problems Relating to General Clinical Research
Centers: ‘

The Chairman noted that this issue appeared on the agenda largely because

of a Memorandum dated May 23rd from Dr. William R. DeCesare's office, ad-

-dressed to Principal Investigators of CRC units with copies to Program

Directors and Financial Officers. He noted additionally that an invitation
to officials to attend a meeting of this Committee had been long considered
and this event provided the mOSt propitious opportunity to do so.

Serving as a framework for discussion, were the suggestions outlined in

Dr. DeCesare's memorandum, a number of recommendations received by COTH
headquarters in response to the COTH Special Memorandum of May 28th and
possibilities developed in-house by staff (see attached listj, A full,

frank and cordial four-hour discussion was held at the meeting. Early in




the discussion it was agreed that the existing dynamic fiscal trend does not
look promising for either the current grant period (Fiscal Year 1969) and,
in all probability, through Fiscal Year 1970. It was also agreed early in

the discussions that the concept of discreteness with regard to clinical

=

:é research centers should be endorsed and preserved whenever possible. There

g« was strong commitment by the entire committee in support of the need for more

=

é rather than less clinical research, and the additional need to develop at all

§ kvels, mechanisms to avoid "Robin Hood" economics through adequate and pur-

s

% poseful financing of clinical research. However, there was also general

2

% agreement that because of the severity of fhe existing fiscal problem, it is

L

% necessary for each grantee institution to assess the opportunities that are

% ’ available to it within the available alternatives and to use those alter-

2 natives, plus any others that an imaginative and thorough review would suggest,

B

2» in order to develop an individual approach to the resolution of the problem

g

§ as it affects each particular organization.

3

% Discussion of Alternatives:

E The three alternatives suggested in Dr. DeCesare's memorandum: (1) limiting

g occupancy; (2) reducing levels of personnel funding; and (3) closing centers

g for limited periods of time, were discussed early. It was generally agreed
that each of these suggested alternatives might introduce certain staffing
problems and that each of these proposals would suggest the need for accom-
modation at the grantee institution. However, it was also agreed that each
of these alternatives were entirely within the existing guidelines of the
program, and that these measures may be those least controversial in their

®

application,
With regard to the alternatives presented by COTH, the following captures

the sense of the discussion:
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‘ NUMBER 1 - Use Vacant Beds as Revenue-Producing Beds
While this alternative is not available to grantee institutions within the
"guidelines" as they exist at the present time, it was the item that pos-
sibly drew the most serious discussion. The feasibility of developing
"mixed" units, (including CRC supported research patients as well as other
patients) through continuing geographic discreteness was introduced as one
of the most likely 6pportunities that could serve as a means resolving the
fiscal deficit issue. As will be noted later through presentation of one ex-
ample, there was discussion of "mixed" units in the discrete unit, main-
taining discreteness but utilizing space vacated by closed beds for sup-
portive or non-supportive but related non-bed (such as laboratories) clinical
functions. There was discussion of the nature of discreteness, and the need
for experimentation to determine whether mixed patient unit, under policies
‘ of controlled admissions, would have a detrimental effect on the level of

scientific investigation. 1In general, however, this latter approach seemed
to present the best possibility to the discussants. Another possibility, as
indicated, was that of using a portion of the space contained within the geo-
graphic unit for patient care services closely allied to the function of
clinical research. For instance, one institution is considering the feasibility
of establishing a "mixed" patient unit by including additional renal trans-

plant patients (the present CRC is already used as a research focus for cer-
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tain types of renal transplant patients) utilizing the space thereby vacated

for the treatment of other acute patients.

NUMBER 2- Deficit in QOperation Being Financed by Some Other Funds

It was agreed that this alternative was not new and that a number of the sources
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of funds specified had been used by certain institutions to support CRC
activities in previous Fiscal Years. Principal investigators funds, catagorical
institute funds, local and regional foundation funds, individual donor funds,

a revolving fund derived from smaller fund sources, state, county and local
governmental funds which help support research that is of importance to the

local and regional population were among a wide variety of approaches being

used or considered.

NUMBER 3- Reduction in Activity of the Unit Tailored to the
Availability of Funds

This option is permissible, and actually incorporates several alternatives
outlined in Dr. DeCesare's memorandum. Fof instance it was noted that the
closing of the unit for a period of two or more months might effect sub-
stantial saving in the individual institution's cost of operations. It
was readily recognized that such a proposal would introduce the need for
accommodation at the grantee institution level.

NUMBER 4~ Elimination of the Unit , but not the Function
Achieved Through Maintaining a Scatter-Bed Approach

It was reported that several institutions had been able to supplement CRC

funding, with categorical support when the former funding levels were reduced.
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Again, however, it must be emphasized that there was unanimous endorsement
by those at fhe meeting that the concept of discreteness regarding Clinical
Research Centers should be preserved, if at all possible, However, it was
also recognized, that in order to preserve the function of clinical investi-

gation, it may be necessary to implement on a temporary basis, some organi-

zational form other than that of a discrete unit.
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NUMBER 5- Diversion of All Federal CRC Funds into Only Hospitalization

Support

After discussion, it was agreed that there was minimal likelihood that a pro-
gram of this nature could be effected at this time. Tﬁere was reported though
two instances where if the choice was narrowed to such proposals the Prin-

cipal Iavestigators in those locations would "opt" for hospitalization sup-

port,

NUMBER 6 - Third-Party Payers

While this alternative appears very attractive as an immediate relief, it
becomes extremely problemmatic after continuing consideration. Additionally,
as Dr. DeCesare mentioned in his May 23rd Memorandum, the principle has
"been strenuously opposed at all national advisory levels'. However, there
was agreement that any well-developed proposal would receive thorough con-
sideration, so a plan that is well conceived, fully evaluated and totally
endorsed at the institutional level, regarding the possibility of third-

party payment, would be studied carefully.

NUMBER 7 - Curtail Activity, but Keep Unit Intact

e.g. 5 Day Operation of Unit

This option was viewed as one that might impose certain administrative dif-
ficulties, although it would serve to moderate unit activity. Apparently,
from suggestions submitted by members of your COTH staff, there are several
units that could operate effectively through a limited operational pattern
such as this,

Submission of Budget Proposals:

The Committee discussion closed on the note, that while these seven (7) sug-
gestions represent a compilation and distillation of many sub-groups sub-
mitted by COTH members for alternative courses of action as reviewed by this

Committee, there was recognition that undoubtedly other measures not described
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(or combination, modification, etc. of these seven (7) approaches) could be
employed, on an individual basis as a format for a budgetary proposal to
the office of Dr. DeCesare. The institutions involved should attempt to
devise creative and well-stfuctured recommendations for financing, tailored
to the individual operational activity and submit such suggestions to the
, Clinical Research Centers Branch, Division of Research Facilities and Re-
sources, NIﬁ, Bethesda, Maryland, 20014,

V. Review of Statement of Financial Principles‘for Teaching Hospitals as
Submitted by Subcommittee:

The Subéommittee, consisting of Richard}D. Wittrup, Chairman, Bernard J.
Lachner and Irvin G. Wilmot reported on the Statement of Financial Prin-
ciples, (copy of the Subcommittee's draft statement is attached to these

‘ minutes). Following a careful review by the subcommittee members of the
rationale that provided guidance in this deliberation and final draft state-
ment there was a full discussion of the statement. The following items
conétitute the major points made by committee members ,

1. 1Is there a need for inclusion of a statement on planning in either

the preface or the body of the document?

2. The statement should stress the determination of financial prin-

ciples within a cost framework rather than an income framework
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(See Principle #4)
3. Is the Statement sufficiently decisive to distinguish teaching

hospitals from the AHA Statement on Financial Requirements for

Health Care Institutions - is there a need to stress more distinctive

aspects?

.‘ 4. A greater emphasis should be placed on interns and residents and

the attendent costs to teaching hospitals.
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5. An area omitted from the Statement, and a distinctive cost to the

teaching hospitals is the facilities and services provided to the

faculty for their private practice. Should there be recognition

of the fact that a portion of the hospital's cost is the medical

school's faculty salary earned through private practice?

6. The item '"Note" appearing on page 2 under Section 2d, which com-

ments on the income side of the equation, is pertinent, but per-
haps is more suited to the preface.

7. There is an absence of the importance on the dependence of patients
and physicians in teaching hospitals or of new techniques of
diagnosis and therapy.

Following this discussion, it was agreed that the Draft Statement would be
‘ referred to the Subcommittee for further refinement on the basis of the Com-

mittee's comments and review. It was further agreed that the subsequent

draft would be circulated by mail to the full committee for further evaluation

and comment, Additionally, it was noted that a draft position statement,

being developed by the Committee on Modernization and Construction Funds for

Teaching Hospitals would be included in this mailing to allow for comparative

review.
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ACTION #1
THE DRAFT "STATEMENT ON FINANCIAL PRINCIPILES'" WAS REFERRED TO THE SUBCOMMITTEE
FOR FURTHER REFINEMENT. UPON COMPLETION OF THIS ASSIGNMENT THE REVISED
DOCUMENT WILL BE CIRCULATED TO THE FULL COMMITTEE BY MAIL FOR FURTHER

EVALUATION AND COMMENT.

. ACTION #2

THE COMMITTEE SHOULD BE WORKING TO MEET A SEPTEMBER 5 AND 6 DEADLINE, THE DATES

- OF THE NEXT MEETING OF THE COTH EXECUTIVE COMMITTEE. AT THAT TIME, IT IS ANTI-
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CIPATED THAT A DOCUMENT WILL BE PRESENTED FOR EXECUTIVE COMMITTEE REVIEW,

COMMENT AND DISPOSITICN.

VI. Other Business:

The Chairman reviewed the action items from the January 25th meeting and asked

Mr. McNulty to comment on the action taken specifically on the following items:

.g Action #4 - There was an unanimous expression that the 8% ceiling on
.g Indirect Costs for Training Grants was unnecessary hardship on hospitals.
g Action #5 - That COTH staff contact Mr. Irving J. Lewis, Deputy Dir-
é ector BOB, strongly urging that the 8% ceiling be removed and further
51
é noting that the Council, through the cooperation of hospitals in the
joy
; Boston area would be willing to provide additional information in
; support of this request as desired.
(2) ‘ Mr. McNulty commented that the Council of Teaching Hospitals had stressed
% the importance of this issue to Mr. Lewis, as well as to Mr. Nathanial H.
=
% Karol, Director, HEW, Division of Research Grant Policy. He noted that be-
&
§ cause of Mr. Lewis' departure from the BOB to }oin the Health Service and
§ Mental Health Administration of HEW, it would not be necessary to develop
=
% an additional point of entry into the BOB. Additionally, Mr. McNulty re-
=
% ported that Mr. Lawrence E. Martin had forwarded an extensive financial
§ statement, based on Massachusetts General Hospital's financial statistics,
to Mr. Lewis defining clearly the magnitude of the problem.
Action #6 - That the American Hospital Association be urged to con-
sider the advisibility of contacting the various appropriate federal
agencies in support of the removal of this ceiling.
Mr. Linde commented that he had discussed the issue with Madison E. Brown, M.D.,
._ Director, AHA Department of Planning and Development. He was uncertain as

to the further action taken, but indicated that he would follow-up and report

on the AHA's position on this item.




Document from the collections of the AAMC Not to be reproduced without permission

VII.

VIII.
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Mr. McNulty then commented that COTH staff had been receiving a large num-

ber of inquiries relating to the recently developed AHA Statement of Financial

Requirements for Health Care Institutions and Services. He noted further

that to date, he héd attempted to maintain a position of neutrality in
response to the issue, recognizing that it is representative of the position
of another organization. He requested any guidance the committee might offer
in this regard, and there was unanimous agreement that the position as he

had outlined was the appropriate one.

It was Agreed that the Next Meeting of the Committee Would be at the Call

of the Chairman:

There being no Further Business, the Meeting Adjourned at 3:45 p.m.:




o
o
R
[%2]
E
o
jo¥
=
Q
=
B
=]
D
2
=]
o]
=
joy
D
=
)
o
Q
S
-
o
p
s
W
=
L
(@]
[72]
a
Q
=
5]
D
=
Q
151
)
=
g
o
&
=
3]
g
=
5]
(@]
@)

Attachment "A"

Proposals Presented by COTH
Relating to CRC Budgetary Problems

Use of Vacant Beds. as Revenue Producing Beds
Deficit in Operation being Financed by Some Other Source

Reducation in Activity of the Unit Tailored to the Availability
of Funds.

Elimination of the Unit, but not the Functions, Achieved Through
Maintaining a Scatter-Bed Approach.

Division of All Federal CRC Funds into only Hospitalization
Support

Third-Party Payers

Curtail Activity, but Keep Unit Intact, e.g. 5 Day Operation of Unit
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ATTACHMENT '"'B"

‘DICTATED BY TELEPHONE TO COTH OFFICE
‘May 23, 1968

TO: PRINCIPAL INVESTIGATORS

FROM: CHIEF, GENERAL CLINICAL RESEARCH CENTERS BRANCH
DIVISION OF RESEARCH FACILITIES AND RESOURCES

SUBJECT:  ANNUAL REQUEST FOR CONTINUATION SUPPORT

National fiscal constraints will probably require modification of general
clinical research centers program activity in fiscal year 1969. The im-
pact of possible budgetary reduction can be minimized by a joint effort

on the part of each center and the General Clinical Research Center Branch.

To prepare for possible budgetary contingencies, we are requesting that you
submit by June 15, in addition to the usual.application for continuation
support due June lst, two additional budgetary requests. The total ceilings
of the appended budget should be as follows: :

1. 87.5% of your current operating level
2. 75% of your current operating level

Acknowledged operational difficulties resulting from these reduced funding
levels may necescitate different approaches in each case. Some measures
which have been suggested to reduce program budget requirements include:

1. limiting occupancy
2. reducing levels of personnel funding
3. closing centers for limited periods of time

Suggestions that third party sources defray part of the hospitalization cost
of parts on research centers have been strenuously opposed at all national
advisory levels. ‘

The Branch recognizes the need for individual consideration of centers and
will be receptive to suggestions as to how best meet this situation.

William DeCesare, Chief, GCRC Branch

cc: Program Directors
Financial Officers
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ATTACHMENT ''C"

- DRAFT STATEMENT OF FINANCIAL

PRINCIPLES FOR TEACHING HOSPITALS

June 6, 1968
Prepared by Subcommittee

. Richard D. Wittrup, Chairman
Bernard J. Lachner, Mcmber
Irvin G. Wilmot, Member
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DRAFT

.. STATEMENT OF FINANCIAL PRINCIPLES FOR'TEACHING HOSPITALS

The Council of Teaching Hospitals, an integfal component of the Association of

. American Medical Colleges, numbers among its membership the foremost teaching

hospitals in the‘nation.‘ These hospitals in addition to their responsibilities
for patient care have a high degree of responsibility for both educational
and research activities.

There has been a recognition by the membership of the Council that there is a

"need for a "Statement of Financial Principles for Teaching Hospitals" which

emphasizes both the need for an idcntification’of these costs and the nced for
reimbursement of such‘costs.

The following "Statement" is purposefully developed in a broad context to
allow for individual institutional adaptation, It is recognized that teaching
Bospifals are located in a diversity of ins;gzioﬁzsettings with a varicty of
administrative and organizational relationships. Additionally, és a result of
the pressures of demand, growth and rising cosés, the‘financiai management:
problems of teaching hospitals have become mﬁre numerous and complex.

An awarencss of these“two issues; the need for individual institutional
adaptation, and the demand for an increase in services have led to the develop-
ment of the broad context within which the content of these principles are
focused. |

The ﬁémbership of the Council is of the firm conv4étion that these principleg
can serve as usecful guidciines fér policy formation, as issues of financial
natﬁre are discussed with other individuals and agencies interested in the

multipurposed activities that are accomplished in the teaching hospital,.




GUIDELINES FOR THEAIDENTIFICATION OF
PROGRAM COSTS IN TEACHING HOSPITALS
1. :Teﬁching hospitals serve multiple purposes in the teaching,.
reséérch, and service components of the health industry. A number of
pﬁblic and privafe agencies are responsible for providing the fuﬁds
needed to support specific programs conducted by téaching hospitals.
Téaphing hospirais, therefore, have reséonsibility for identifying, to a
reésonablé extent, the costs associated with éach'program element being so
suppgrted. This responsibility is in addifiﬁn to the general obligetion
of managemenﬁ'to idgntify and evaluate program costs. |
2, The specifics of organizational patterns and institutional objectives
vary greatly among teaching hospitals so that each institution must determine
for itself the criteria to be used in allocating costs, subject to‘tﬂe following:
‘ a. To safeguard the financial J‘.nte'grityvof the institution it is
essential that all costs, including such items as operating and
capital costs as appropriate, be identified and.allécatgd to
" programs,
b. Criteria for allocating costs shqula be such as to produce an
equitable di;tribution of costs among the variousAprogfam elements,

c. Criteria for allocating costs should be internally recorded and

Document from the collections of the AAMC Not to be reproduced without permission

should be available to agencies which provide financial support

to the héspital or which, for other reasons, have appropriate need

for such information. Teaching-hospitals, being public service
institutions, should make every'reasonablg effort, consistent with
these guidelines, to agree to the judgments of all agencies as to

the reasonableness éf the criteria being used., It is appropriate that
Athelhospital's external éuditor be required to examine and comment on

the reasonableness of the criteria being used.




P "~ PAGE TWO

’

d. Criteria for allocating costs, should be maintained with reasonable

consistency from year to year. These criteria for allocating costs

should be applied;consistently among program elementé to insure that
all costs are allocated. |
2 . NOIE: Some agenéies providing financidl support to teaching
héépitals cxclude, or limit arbitrarily, certain cost
- items when calculating the amount of support to be
providcd; It must be recognized that these exclusions and
limitations will‘méke it impossible for teaching hospiﬁals'
to conform fully to these ghidelines.

3. The poét of any activiff conducted by a teaching hospital should
be allocated equitébly among a11 of the major programs which benefit .from
it. This is in contradistinction to the incremental approach whichA
allocates to a program only those added costs which a particular program
element is believed to crcate. The incremental approach may be the only
practical method applicable to‘hinor andlpefipheral'program elements,‘bqt

when applied to basic programs tends to produce distorted cost figures and,
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consequently, to bias decision making procedures inappropriately.

"~ NOTE: It is recognized that the incremental approach to cost
allocation is widely prevalent in teachihg hospitals and
is the basis on which many agencies determine the amount .of

financial support which they provide to these institutions. Tt

‘ . also is recognized that no generally accepted criteria currently
exist by which costs may be allocated among programs with

dissimilar outputs, i.e., patient care and research. However,
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PAGE THREE ' .

the consequences of the incremental approach are believed té be

. sufficiently undésirable that immediate effort should be directed
tovards the idéntification'of'meﬁbods by which these barriefs'can
be overcome. | ‘

4, As a general rule, phy§icién services to pafiéﬂ£% ahd ﬁésbﬁ?al
services to patienfé are financed from'sepéraée_sdurces, é;é,,:B}Qe\C;éggl
and Blue Shiéid. A Sigﬁificanﬁ.portion of physiéian servicesuto.pitieﬁfé in
teaching hospitals-commonly is provided by salaried physicians, iﬁcldding

'faculty members énd house staff. Currently, mgtﬁods of allocating tﬁe
cost of these salaries vary cons;derably. &o promote‘uniformity of approach
and thus to facilitate the determination of responsibility for financing,
teaching hospitals should identify the cost oflpﬁysician services separately
from the cost of hospital services.

}5.- Except when supported by funds provi&ed specificélly for the
purpose, stipends énd ffingc benefits provided to individuals inrlearning

capacities who also render scrvices should be considered to represent the
. v : .

cost of such services and allocated accbrﬁingly.
6. The identification oprrograh éosts.and the reimburzement of

such costs to teaching hospitals does not, by.itself, provide the insti£ution'
with a source of fgnds to support additions to working capital and capital
expenditures ngt'financed by depreciation rescrves, While the prevailing
conccpf of cost excludes such needs, it is reasonable to expect that each
program conducted by a teaching hospital should generate its reasonable share
~of fuﬁds nceded for these parposes. The amountbof funds to be so genecrated
should be bgscd on a formal plan developed by each teaching hospital which takes
‘into acdéunt:all sources of such funds, including anticipated grants and
loans, and jusgifics the nced folhéuch additicens by indicating the approval

of recognized planning agencies, where such exist, and by other appropriate means,
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. ACTION #1 --

ACTION #2 --

.
b

'COUNCIL OF TEACHING HOSPITALS
ASSOCIATION OF AMERICAN MEDICAL COLLEGES
1346 Connecticut Avenue, N.W.
Washington, D.C. 20036
- 202/223-5364

ACTION ITEMS

MEETING OF COMMITTEE ON FINANCIAL
PRINCIPLES FOR TEACHING HOSPITALS
O'Hare International Airport
Chicago, Illinois
June 6, 1968

The Draft "Statement on Financial Principles was
réferréd to the Subcommittee for further refine-
ment. Upon completion of this assignment, the
revised document will be circulated to the full

Committee by mail for further evaluation and

‘comment .,

The Committee should be working to meet a Sep-
tember 5 and 6 deadline, the dates of the next
meeting of the COTH Executive Committee. At that
time, it is anticipated that a document will be

presented for Executive Committee review, comment

and disposition.

&
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GUIDELINES FOR ALLOCATING
PROGRAM COSTS IN TEACHING HOSPITALS '

Recommended DRAFT -- Not for Publication
or Reproduction
. Council of Teaching Hospitals
Association of American Medical Colleges
October 21, 1968
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Introduction to .
Guidelines for Allocating Program Costs in Teaching Hospitals

Severalrcurrent studies are in process which are designed to provide
5 syétematic methodology for accomplishing periodic cost allocation studies in
teaching hospitals. These studies are concgfned la;gely with the procedural
development and accounting techniques and methods.
. While these efforts are welcomed by the Council of Teaching Hospitals

as invaluable aids in the implementation of cost allocation programs, the

‘Council is cognizant of the need for selected guidelines that could serve the

administrator as he takes a holistic‘approéch to both his institution and
to the environment of which it is a parf. |

The following guidelines-are‘designed for that purpose. These
guidelines identify matters of policy in program coét allocation and serve in
a companion‘relationéhip to the studies that, when completed, will provide the
procedural and mefhodological alternatives for implementations.-

This statement on the program cost allocation in teaching hospitals
is the first such statement of its nature offered by the Council of Teaching
Hospitals. In order for it to be an effecfive éction document, it is necessary
tﬁat it be understood clearly by those agencies that provide financial support
for teaching hospitals. The Council of'Teaching Hbspitals stands prepared
to assisg any of its membership in the implementation of the concept of program
cost allocation, or in the institution's discussions with the providers of
financial support regarding the resbonsibilities that are incumbent on the

hospital and the financing.agencies through this approach.
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GUIDELINES FOR ALLOCATING
PROGRAM COSTS IN TEACHING HOSPITALS

The Council of Teaching Hospitals, an integral component of the
Association of American Medical Colleges, 'includes among its membership most
of the leading teaching hospitals in the nation. The Council has recognized

the need fbf the development. of general guidelines designed to assure that

teaching hospitals are supported adequately and that their sources of finan-

cial support are treated equitably.

Many elements of teaching and research in the health field must

,bé intégraféd operationally with patient care since the teaching function

inéiﬁdes the involvement of students in patiept care and since data generated

by patient care is essential to rese;rch. Responsibility for the conduct

of these integ;ated activities is held by the nation’s‘teaching hbspitals.
Teaching hospitals play an e;senpial role in tﬁe provision of

the nation's health manpower, the creation of new medical knowledge, and

: the'deveiopment of methods by which such knowledge is applied to the diag-

nosis and treatment of patients. Because this role is unique, teaching

‘hospitals are strategic to the health of the nation, and their special prob-

lems ‘and needs must be of great concern to the public.

The financial support of teaching hospitals comes from many sources.

" In most. cases, a barticular source provides support for its specific segment of

iﬁterest or responsibility within one of the broad program areas of teaching,
research, or patient care. Usually, the amount of support provided by a

particular source is based directly or indirectly on the cost of the program

segment being supported. For the teaching hospital, which conducts these

- programs as a unified operation, the support received from multiple sources

must combine to meet the hospitél's total financial requirements.

-1-
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In view of the above considerations, the Council of Teaching

Hospitals has adopted this statement dealing with the sﬁbject of allocating

’ ‘ L program costs:

[¢38

(2)

Teaching hospitals have responsibility for identifying the

costs associated with each program element which they conduct.

" Teaching hdspitals are located in many types of institutional

settings with a variety of‘administrapive and organizational

relationships, so that the specifics of cost allocation in

individual situations may differ. Further, within a given

hospital, changes in services and programs cause these specifics

to vary over time. Therefore, each teaching hospital must

determine for itself the bases to be used in allocating costs,

subject to the following:

(a)

(b)

()

(d)

Bases of allocation should be such as to produce an
equitable distribution of costs among the various

program elements.

"Bases of allocation should be documented and available

‘to agencies which provide financial support to. the

hospital.
Bases of allocation should be related, where appropriate,

to generaliy accepted hospital accounting practice. It

is appropriate that the hospitals external auditor examine

and comment on the reasonableness of such bases.
Bases of allocation should be maintaihed with reasonable
consistency from year to year and should be applied consis-

tently among program elements.
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(3)

Physician sefvices to patients in teéching hospitals are
frequently provided by faculty members and house staff,
who are financially supportedvin full or in part by the
hospital. To promote uniférmity, the cost of physician

services to patients should be identified separately.
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Jiuke gliversily Hledical Genler
DUR"AM, HouTH CARGLINA

August 21, 1968

OFFICE OF THE

. . POSTAL CONE 2770¢
- HOSFITAL DIRECTOR . .

. . . TELEPIIONE 919——024-811)
L] . . .

Dr. Robert C. Berson N
Executive Director , o A
‘Association of American Medical Colleges
1346 Connecticut Avenue, N. W.
" Washington, D. C. 20036

Dear I;ob:

. The enclosed memo is the result of discussions
here which Dr, Anlyan thought might serve as starting
-point for discussion at the next meeting of the Exccutive
Council of the AAMC, '

During the

short time since leaving NIH the problem
of financial

support for "teaching beds' has appe

ared
on more agendas th

an any other one topic. It is clearly
a problem of majox mportance. I am Jooking forward
to hearing more about this {rom your vantage,

Sincerely yours,

A
: g/ﬁ/.//L,/
Stvart M. Sessoms,
Director
SMS:cw
CC: Dr. William G. Anlyan
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T * . OFFICE OF THE DEAN

SCHOOL. OF MEDICINE

Buke Futversity Hedical Center

DURHAL, NORTH CAROLINA

POSTAL CODE 27706

TELEPHONE 919~634-3433
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Auguét 22, 1968

.TO: ~ pr. Robert C. Berson, Executive Director

- Association of American Medical Colleges

Dr. William G. Anlyan, Dean

FROM:
- Duke University School of Medicine
SUBJECT :

Teaching Hospitals - Financial Support for the
“Medically Indigent - :

Statement of Current Problem:

' "Teaching" or "staff" beds are essential components of
the teaching hospital. These must be supported. Adequate
financial support is not at present available from either -
educational or medical care resources. Therefore, the defi-
cit created must be covered by funds usually intended and
more appropriately used for other purposes. IJn the absence
of such funds the teaching hospital is faced with serious
operational difficulties.

Histofy and Background:

. It has been customary over the years to distribute among
the various sources of teaching hospital income, its aggregate
operating costs. Much of this has been from private patients.
Through this process most of the costs of the teaching beds,
frequently occupied by the medically indigent, were absorbed.
The introduction of multiple sources of support for hospital

costs (federal, state and private), and relevant accounting

practices necessary, make this financial approach to the cost
of teaching beds impossible in those instances in which the
private patient is the major source of income. The hospital
then must clect one of several courses of action, or possibly
a combination, to meet the financial burden of the teaching

beds when occupied by patients without adequate financial re- |
sources. ' R o
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Some examples of the problems and the manner in which
some hospitals are attempting to solve them are as follows:

Hospital A:
"This 630 bed teaching hospital is Univers ity
owned, has an anhual buagct of $20 million and
" operates with an annual ‘deficit of $200,000 to
- $400,000. This deficit is covered'with‘University
" funds. ' : : ' :

Hospital B:

This 1100 bed teaching hospital has an annual
budget of $34 million and operates with an annual
deficit in excess of $) million. This has been
covered by dzaw1ng upon endowment funds which has
resulted in a $20 million depletion of its $50 million
endowment over a period of 10-15 years. In 1967 the

- deficit was met to a major extent by Medicaid but as
a result of a change in the level of funding from this
source, the institution again faces a major deficit.

Hospital'C:

This ?OO bed tcacbtng hos plLd] which is operated
~as part of a State University Medical Center has an
annual budget of $10 million of which $3.8 million
‘comes from State appropriated funds.

Hospital D:

Another LCdChlng thpltal functioning as part
of a State Univers sity Medical Center receives $4.877
million of its annual operating COSL° from State
appropriated funds. - ‘ '

.Hospital E:

This teaching hospital is operated under a two-
CountyAauthoriLy In .i967 the operating budget was
$16.5 million of which $9.2 million came from the Lax
leVlQS of Lho Lwo count1eo concorncd :
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©

Restrict admissions to those who have a guaranteed
resource from which the hospital costs will be

fundcd and those who are apploprnately classified
as emcrgchLe

Unfortunately, this would deny medical
care to those in geographic localities
without other sources of medical care
such as that financed through the oper-
ation of “city" or "county" hospltals.
In addition, it would reduce to an in--
adequate level, or eliminate, that
functional component of hospital beds
essential to its teaching mission.

Direct opelatlona] %Upp01t from state appropradtcd
funds:

This mechanism is being used to some
extent in state-supported teaching
hospitals. However, it is a mechani.snm
that is not available to private insti-
tutions and is, in general, as inappropri-
ate operational mechanism for the funding

of medical care and teaching in prlvate
1nsL1Lutlons.

Lndowment funds:

These funds are being used to meet, in
.part, some of the need. However, endow-
nent resources are not growing at a rate
sufficient to meet the needs.of the medi-
cally 1nd1ngonL in teaching hospitals, do
not constitute a logical means of meectling
these financial necds of socliety, and are
needed desperately for funding capital
improvements and new ventures.
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A Y - Expan81on or modification of existing types of
: ‘ , 4 ‘ coverage: : ' '
. This would appear to be the most

logical solution and, when viewed
from the long range point of view,
probably the only one. This might
be accomplished through a broader
definition of mechanisms such as
Medicare, compulsory insurance cover-
~age, or some appropriate modification
‘of these or related mcchdnlams.

Recommended Action:

That this subject he brought to the Executive Council
~of the Association of American Medical Colleges for consider-

ation as an issue of National . importance that requires
1mmed1aLc aLLCHLlOD.
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'WINSTON—SALEM, NORTH CAROLINA

PHONE 725-

October 28, 1968

MEMO TO: Mr. Fletcher H. Bingham, Ph.D., Assistant Director, Association
of American Medical Colleges, Council of Teaching Hospitals

FROM: Mr. Reid T. Holmes, President and Chief Executive Officer, North
Carolina Baptist Hospitals, Inc.

The North Carolina Baptist Hospitals, Inc., Winston-Salem, North
Carolina, since 1941 has been the teaching hospital affiliated with the
Bowman Gray School of Medicine of Wake Forest University. The hospital
has 500 beds, extensive outpatient clinics and residency programs in
all specialties. In addition, the hospital operates ten paramedical
A schools. Forty percent of the beds are for charity patients and the
q ‘ outpatient clinics are of a similar magnitude.

. ‘ _ About 20 percent of the private patients are Medicare patients.
o The hospital has traditionally used the "Robinhood" method of paying
: for charity -- that is they charge private patients 25 percent more

than their costs to help make up the difference between what charity
patients can't pay through welfare, insurance, or personal funds.
This is done in order to finance the teaching program conducted on
the charity wards.

SNPGRS (VY Ze T T L o

The Medicare formula excludes the cost of charity care in the
cost formula.

.In a talk with Mr. Ray E. Brown in Boston recently, he indicated
that all medical school teaching hospitals were going broke. Some
will have endowments, which we do not, and are dipping into their
endowments in order to stay alive. Unless some bold program is put
forth under.the federal government to fund these teaching hospitals,
and thereby pay the costs of the superior care to very ill patients,

" and for training doctors and paramedical personnel, we will have a
national problem of large proportions on our hands.

Document from the collections of the AAMC Not to be reproduced without permission g

I would suggest that the Social Security mechanism might be used
. to provide funds to keep these institutions alive and productive. If
this is not possible, block grants from the federal government will be

particular hospital has a cash deficit of over $1 million at the banl
 This has accumulated over the past four years.

R such that we had to write off $258,000 on Medicare patients alone. Q<::>

Page 1 of 2

Baptﬁsﬁ: Hospitals, inrc.

necessary through other funds. Our cost to charge$ ratio last year was g\:SB

27103

7251
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Mr. Fletcher H. Bingham, Ph.D.
Page two
October 28, 1968

Our charity patients next year will have $4 million in charges.
Thirty-five percent of these charges will be paid by patients, 25 per-
cent through agencies of the State or Federal government, leaving a
40 percent deficit in the charity category. If we were paid the full
cost of charity, we could reduce the price to private patients as well
as the cost to service patients.

The American hospital system demonstrated its capacity to rise to
one of the greatest challenges in the history of our country when they
absorbed the complete Medicare program for millions of people over 65
within the framework of the existing institutions. No other country
could have done such a good job in so short a time. The teaching

hospltal's plight is probably the biggest single problem resulting
from this broad program.

It is my opinion that we need to insist on charity and credit losses
being included as a part of the cost of running a hospital and therefore
reimbursed by government programs. In addition we need to fund depre-
ciation on current replacement values of buildings and equipment, and

- we need to have some factor to provide money for new and innovative

equipment for patient care. Also, we must be sure that there are funds
available for paramedical education and house officer educational pro-

. grams, either through a patient reimbursement formula or special grants
on a continuing basis.

I am sure that there are others who feel this way and that we
should initiate discussions with Mr. Arthur A. Kimbell, 4300 0ld Dominion

Road, Apartment 716, Arlington, Virginia, who has a great deal to do with
Soc1a1 Security in our field.

RTH/ec | | J 7@/4/

C—"

Page 2 of 2
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DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE

NATIONAL INSTITUTES OF HEALTH

DIVISION OF RESEARCH FACILITIES AND RESOURCES

BETHESDA, MARYLAND ' 20014

Date: October 1, 1933

To: Principal Investigators, General Clinical Research Centers

From: . Chief, General Clinical Research Centers Branch, Division of
Research Facilities and Resources, NIH

Subject: Policy of Admission of Service Patients to Genéral Clinical

Research Centers :

Since its inception in 196C the General Clinical Research Centers progran

of the National Institutes of Health has maintained each unit as a discrete
center, .available exclusively for the hospitalization of research patiernts.
All justified costs of center operations have been reimbursed within the
linits provided in the annual statement of award. During the coming graut
year funds available to the program wili be insufficient to maintain
effective operation at the level recommended by the National Advisory
Research Resources Council. In order to permit effective operations at a
reduced funding level while maintaining the discrete character of the unit,
centers may elect the option of hospitalizing a limited number of "service"

patients.

Centers wishing to exercise this option during the period October 1, 1968
“to September 30, 1569 should submit a written proposal in accordance with
the followlng guidelines.

1’

To achieve optimal utilization of the Clinical Research
Center, the Director of the Clinical Research Center

and the hospital administration may agree to admit
“service" patients to the Clinical Research Center.

Such service patients who require ireatment and hospital
care and who are able to pay for hospital care either
directly or through third parties may be billed by the
tospital at its standard rate. Hospitalization for
"service" patients shall not be chargeable by the

‘hospital to the grant.

~ Admission of all patients to the Clinical Research

Senter will continue to be at the discretion of

the Program Director of the Clinical Besearch
fenter. Patients, such 4s dialysis and intensive
care patients who require an extraordinary share

of directly funded operating services, shall not i
be admitted except on an approved research protocol.




Document from ;he collections of the AAMC Not to be reproduced without permission

-2

3. The hospital will reimburse the grant for each
patient day a "service" patient is housed in the
Clinical Research Center at the then current rate
of offset for bedside nursing salaries and fringe
benefits provided in the approved rate agreement.

4. The number of patient days allocated to "gervice"
patients shall not exceed one-fourth of the total
patient days on the center in any one month period
except by prior written agreement with the General
Clinical Research Centers Branch.

5. Utilization of center beds for service patients
should be accounted for on a monthly basis and
included in the Annual Report. In addition, a
tabulation of the annual number of patient bed
days by patient diagnosis should be included for
each admitting physician,

% ~ /,fglé‘f_/( 4 S ot

William R. DeCesare, M.D.

cc:

Program Directors

‘Financial Officers

Hospital Administrators

General Clinical Research Center Committee Members
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L aw'arded,‘ is being worked out by

o oo : f{.:,A,‘xfeport’proposing the indirect cost paﬁ,rment system was récqrﬁmended in .

RS

i legislative accomplishments in the field." H

B -

. qQRESEARCH MNOTES P
e | | . \V%\MQ

. @ A NEW INDIRECT COST PAYMENT SYSTEM that would provide a single settlement of these

o : : . costs during the fiscal year the grant was

H-E-W's Div. of Grants Administration Policy and NIH fi-

~ nancial management personnel. Indirect costs are now included with each individual grant on
a provisional basis for funding purposes and have to be adjusted at the end of the year. -

¢ The new system is scheduled to be applied to all of NIH, at least on paper, by
July 1, 1969 and will eventually be put into effect on a dept.-wide basis. It will
“first be tested on a selected number of recipient instituticns. The system is de-

~ signed to cut red tape in administering grants, EE - S

© " "When you have 16,000 grants a year to distribute you-can see the potential for
" emor. This system will allow us to settle indirect costs at any institution for all
* research projects at one time," said one H-E-W official intimately involved in work-
ing out the mechanics of the system. P s

. LN
- August by the Grants Administration Policy Advisory Cmte, It has since been -
approved by the secty's. Office. Grants Administration Policy and NIH financial Y

 management personnel are now owrking on a pilot study to determine the infor-
- mation that needs to be provided by the recipient institutions before the system can
be operational. SRR : o .

“FINANCIALLY DEPENDENT" |NST!T.UTIONS' WAGE, VACATION, sick 1eave‘and accounting
SO - o R : practices will likely be
subjected to tighter H-E-W controls following a study now under way by the Div. of Grants

.. Administration Policy. o T

- 9 H-E-W defines "financially dependent" institutions as organizations formed to’
carry out federally sponsored projects. These organizations normally have no
"financial resources other than U.S, funds. The organizations are formed to allow
institutions concerned about a problem to cooperate more than they otherwise might.
. Duplication of efforts is also avoided. Flexibility in coping with the problern at hand
““is often listed as another advantage of these organizations. . B

© Grant Administration Policy officials say that if the govt. is to exercise proper
stewardship of the U.S.-financed organizations it should examine the organizations'
financial stability and management capability. Tha div, is now gathering informa-
tion on these "financially dependent" institutions. After the raw data has been com-
“piled and assessed, the division will attempt to map cut guidelines for use at H-E-W.

L @ SEN. HILL & DR, KORNBERG GET HIGHEST AAMC AWARDS a2t the assn.'s meeting in

Houston. Hill, retiring chair-

mah‘of the Senate Cmte. on Labor & Public Welfare, was cited for having "mastered the de-
sponsible "for no less than 80 major

. tail" of the multitude of U.S. health programs and being re
e received the Abraham Flexner Award,

s biochemistry dept., received
utstanding clinical or lab re- -
ynthesis of infective viral

X _,D_r‘._,Kornberg, a Nobel prize W'mnér at Stanford'
" the Bordon Foundation award in recognition of o

search. He and his colleagues recently announcedthe s

DNA. - S »_ EE

| .. =0-




; E v Pgs ?ng\j
_—a meman 1 10spiin soclation

Document from the collections of the AAMC Not to be reproduced without permission

'HORL DRlV'E CHICAUO lLLlNOlS 60611

TELEPHONE 312 645 9400 CABLE ADDRESS: AMROSP

o October 18, 1968
COUNCIL ON FINANCING RECOMMENDED REVISIONS TO

STATEMENT ON THE FINANCIAL REQUIREMENTS OF
HEALTH CARE INSTITUTIONS AND SERVICES

Approved by Board of Trustees
February 9, 1968

Revised May 9 and June 24, 1968
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EXPOSURE DRAFT

FOREWORD

The development of the prepayment movement, the growth of private health
insurance, and the increased participation by government in the financing
of hospitals quickly made it essential that, if equity were to be attained
and thé community needs met, a set of principles of payment for hospital

care had to be formulated and promulgated.

After long discussions and explorations with many related agencies, the
American Hospital Association's House of Delegates approved the Principles

of Payment for Hospital Care in 1953. The document proved of great value

and was widely used. The Association kept the Principles of Payment under
constant study and revised the document from time to time. In each instance,
the revision was approved by the Association's House of Delegates. In 1965,

a Statement on Reimbursement was approved by the Board of Trustees. In 1966,

the Association developed a companion document, Principles of Payment for

Home Health Services. It also began to work on a set of principles of

payment for extended care services.

It then became apparent that an overall statement applicable to the financial
needs of all types of health care institutions, including home hesalth care
services, should be prepared as s master document replacing the Principles

of Payment for Hospital Care, the Principles of Payment for Home Health

Services, and the Statement on Reimbursement.

ii
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"EXPOSOURE DRAFT '

This document, the "Statement on the Financial Requirements of Health Care
Institutians and Services,'supersedes the aforementioned Principles of
Payment and the "Statement on Reimbursement." Part 1 identifies the elements
of financial requirements, sets guidelines fqr meeting those requirements,

and identifies the obligations and responsibilities, both separate and

shared, of healfh care institutions, contracting sgencies, and areawide
planning agencies. Part.2 describes the accumulation of information necessary
for the determination of thg financial requirements of a single health cafe
institution and the use of accoﬁnting techniques for the apportionment of the
institution's total financial requirements among those that pay for these
services. A glossary of terms is provided and words defined therein are

italicized the first time they appear in the text..

Other references essential to the implementation of this statement can be
found in the American Hospital Association publications, "Cost Finding and

Rate Setting for Hospitals," "Chart of Accounts for Hospitals," .  "Uniform

Hospital Definitions," and the "Statement on Planning."

The Statement on the Financial Requirements of Health Care Institutions and

Services provides the basis for determining payment for services purchased

by contracting agencies and the individual self-pay patients. Because this

statement may be used as a guide in establishing a health care institution's

charge structure, it supersedes "Factors to Evaluate in the Establishment of

Hospital Charges."

New words underlined. Portions'deleted crossed out.

iii
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EXPOSURE DRAFT

PART |

CHAPTER I. FINANCING HEALTH CARE INSTITUTIONS AND SERVICES

Our health care system is a complex of institutions and services, sometimes
integrated, sometimes fragmented. The delivery of high quality health care
requires a vast array of professional services,.institutions, allied health
organizations and agencies, educational programs, research activities and
community health projects. The system must guarantee that necessary services
are provided to the public effectively, efficiently, and economically. Coor-

dination and self-discipline are necessary to meet this end. One of the

means of demonstrating such coordination and self-discipline is participation

by all components of the health care system in the planning process, a

process that is most effective when conducted under voluntary sponsorship.

The need for discipline in the health care system to assure delivery of high

quality health care has a corollary: adequate financing for health care

services and facilities. The system has multiple sources of payment — self- pay

patients, contracting agencies*, private insurance, tax levies, governmental

grants, donations, grants and endowments. From these various sources must
come adequate financing —— financing that (1) goes beycnd current operating
needs; (2) is sufficient to pefmit maintenance and, consonant with community
needs, expansion, modernization and replacement of physical plant; and (3)

recognizes educational and research programs having appropriate approval.

Further, the sources of financing should recognize that health care institutions

as community service organizations, must be financed at a level that supports

the objectives of community service, including health services for needy patients.

¥As stated in the Foreword, this and other words defined in the Glossary are
italicized the first time they appear in the text.
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"EXPOSURE DRAFT

Community need; for health services change as the com@unity changes thfough
population shifts and through sccioeconomic movéments, and as pedical
knowledge increases. As thevproviders of health fécilities and services
must be sensitive to ghanging times, so must the purchasers of health care.
Changing patterns of benefité and varying payment methods should provide

incentives for the most appropriate use of health care services.

Services and the organization of services and facilities must change as the .
needs of the people and the capabilities of the system change. There is no
virtue in change for change's sake alone. On the other hand, passivity ih
the face. of needed change cannot preserve the status quo, it can only hobble
the system's orderly progress. 'These points are pertinent to all elements
of the system but especially to those charged with the orderly guidanée

of change, the planning agencies.

As can be seen from the above, all the organizations in the system __ service,
financing, planning — are.increasingly intefrelated and share the ultimate
purpose of maintaining the highest standards of quality possible in the
delivery of health care, guided:by judicious ﬁse of available health care

dollars.
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CHAPTER II. ELEMENTS OF FINANCIAIL REQUIREMENTS

The purpose of this chapter is to delineate the elements of financial require-
ments of health care institutions that must be met if they are to (1) assure
economic stability, (2) render needed services, and (3) obtain capital resources
to preserve, improve and expand physical plant and equipment necessary to meet
community needs, and to plan and initiate new ser&ices and programs in support
of advances in medical science and technology. All of the elements apply to

some institutions and some apply to all. Selective application of these elements
where there is demonstrable financial need is inequitable and, therefore, is

not in the interests of the community served by the health care institutions.
A. Current Operating Needs Related to Patient Care*

1. ‘Direct Patient Care
Financial resources required tc provide patient care include but are
not limited to salaries and wages, employee fringe benefits, services

and supplies, normal maintenance and repairs minor building modification,

and applicable taxes. This includes the monetary value assigned to
services provided through services of their members by religious orders
and other organized religious groups.

2. Interest
Financial resources required to pay a reasonable rate of interest on

necessary and properly borrowed funds for operating cash purposes and

capital needs.
3. Educational Programs

Financial resources required to support educational programs having

appropriate approval.

*(Capital needs are essential financial requirements and are discussed in
Section B of this chapter.)

New words underlined. Portions deleted crossed out.




EXPOSURE DRAET

L. Research Programs
Financial resources required to support research programs related

to patient care provided that such programs have eppropriate approval.

Credit Losses

Financial resources required by the institution for the unrecovered
financial needs arising from the care of patients who fail to

meet fully the obligation incurred for services received.

6. Patients Unable to Pay
Financial resources required by the institution for the unrecovered
financial needs arising from the care of patients who, because of

inability to pay, are relieved wholly or in part of financial

responsibility for services received.

B. Capital Needs

1. Plant Capital
a. Preservation and Replacement of Piant and Equipmént
The governing body of a health care institutioﬁ must, legally
and morally, protect all assets entrusted to its custody. Funds

must be available, therefore, to finance projects involving

Document from the collections of the AAMC Not to be reproduced without permission

plant capital assets that because of deterioration and obsolescence

must be replaced in the best interest of the public.

b. Improvement of Plant
Advances in medical science and in the technology of delivering

health care services often require expenditures for new units

of equipment and facilities. Such expenditures represent a : .
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different element than expend:i‘ures for preservation and replacement

of plant and equipment. Sufficient financial resources must be
available for continued additional investment in the improvement
of plant and equipment so that health care institutions can keep

pace with changes in the health care system.

Expansion

" Health care institutions are expected to meet increased demands

that result from population growth, discontinuance of other
existing services, and changes in the public's concept of the
delivery of health care services. In order to be in a position
to respond to changing community needs, health care institutions
must anticipate their future growth patterns and plan for the
needed expansion of their facilities. There must be assurance
that adequate resources will be available to finance sﬁch indi-

vidual programs, when consistent with areawide health planning.

Amortization of Plént Capital Indebtedness

Health care institutions increasingly use borrowed funds to meet
plant capital>needs. Prudent fiscal management requires health
care institutions to provide sufficient resources so thaet funds
can be specifically dégzénated for the amortization of'plant

capital indebtedness.

Overating Cash Needs

Because of fluctuations in operating needs, the amount of operating

cash required to meet fiscal obligations as they come due may be
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sub‘jec't' tby freQuerit éharige. An adequate flow of funds to maintain
a V1able cash p051tion is essential to current financial stability
so that excessive short term borrowing can be avoided.

Return on Investment

Investors in for-pi'ofit health care ins'titutions are entitled to a

fair return on their investments.

Document from the collections of the AAMC Not to be reproduced without permission
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CHAPTER III. IMPLEMENTATION

Selective application of necessary elements for financing of health care insti-
tutions could undermine their effe¢tive financing and place an unwarranted

burden on others. Similarly, selective application of the guidelines set forth
in this chapter is not consonant with meeting the needs of provider, purchaser,

or the ultimate beneficiary, the community.

Because financial needs vary with the scope of operation, community service
objectives, and many other factors, financial neéds must be determined for

eaéh health care institution on an individual basis.

Collections from self-pay patients and payments from contracting agencies

should result in receipt of funds in sufficient amounts to cover the EEESE_%Q%&L
financial needs of pfoviding patient care. Evaluation of the role of the
individual health care institution within the health care system, and identi-
fication by the individual health care ihstitution of 'its own needs, are
essential components of the establishment of rates for self-pay patients and
negotiations with contracting agencies. Negotiations with reference to the
measurements of the elements of financial need should be carried out with
contracﬁing agencies by groups of health care institutions at the appropriate

-

level. rhis prunciple should not preclude direct discussions between individual
health care institutions and contracting agencies.

A. Current Operating Needs Related to Patient Care*
l. Direct Patient Care
The financial needs arising out of providing patient care services

account for the major portion of the dollar volume necessary for the

*Capital needs are essential financial requirements and are discussed in
Section B of this chapter.
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operation of health care institutioﬁs. vNece,ssary elements include .
but are not limiﬂedtté salaries and wages, employee fringe benefits,

services and supplies, normal maintenance and xepai+s minor building

modificdtion, and épplicablé taxes.

The amount included as representing the value of the services of
members of religious orders and other organized religious groups should
be equivalent'to the amounts paid'to ethexsemp1oyees for similar work

and should be identifiable in the”recordé»of the institution.

2. Interest
Financial needs include payment for interest.charges arising from
thé use of funds properly borrowed from’external or internal sources
for capitai needs and operating cash purposes. -InterestAchérges on’
exterﬁal'loans‘fér plant capital:purposes should be reduced by income
éarned on investments of operating funds, endbwments, gifts and grants
when such income is not assigned for specific purposes by the governing
body of the donors. This does not apply to funds borrowed for current
operating cash needs, provided it can be demonstrated thaﬁ the total

: améﬁnt and application of “such bérrowed‘funds is consistent with

prudent fiscal management. . .
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3. Educational Programs
Financial needs arising from the conduct of educational programs
haviﬁé-éppfoﬁfiaﬁe approval should be met Brimarégx through tuition, scholar-
ships,:granté, or other designated community resources. However,

the method of payment should establish the résponsibility of all

New words underlined. Portions deleted crossed out.
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purchasers of care for their appropriate share of any demonstrable

financial need created by the failure of such resources to meet

these needs.

Research Programs

Financial needs arising from the conduct of research should be met primarily

eeme from endowments, gifts, grants or other designated community sources.

However, the method of payment should establish the résponsibility
of all‘purchasérs of caré for their appropriaté sharé of a demon-

strable financial need created by the failuré-of such resourcés to
support the costs‘of research programs involved in patient care

provided that such programs have appropriate approval.

. 5. Credit Losses

All purchasers of care are responsible for their appropriate share
of unrecovered financial needs for the care of patients who fail

to fully meet the obligation incurred for services received.

6. Patients Unable to Pay

All purchasers of care are responsible for their appropriate

share of the unrecovered financial needs for the care of patients

Document from the collections of the AAMC Not to be reproduced without permission

who, because of inability to pay, are relieved wholly or in part

of financial responsibility for services received.

B. Capital Needs
The capital needs of a health care. institution should be continually
evaluated in the context of its place in the community's health system

by the nonprofit or governmental govérning authority, or in the case
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of for-profit institutions, the oﬁner‘orfhis‘fepsesentatives. A col-
‘laborative effort within the health care institution — governing
aﬁthority'or'ownef, admihistratioﬁ,.ahd medieal staff -;-and between the
“health care institution and the planning agency is essential for the

best results.

1. Plant Capital

The method of payment must reflect the f1nanc1al requlrements of
health care 1nst1tut10ns for preservatlon and replacement of plant,
equlpment and serv1ces, 1mprovement of plant and expansion of plant
and equipment.
The financing system must previee avmethod whereby the dollars available

for future plant capital needs are distrieated to those health care institutions
that shoﬁld modefﬁize, improve and expand, and are withheld from
those institutions that ‘should not. Therefore, the financing of 4 ‘

plant capital should be coupled with-the planning process.

The follow1ng method of f1nanc1ng prov1des for plant capital with
respect to (a) equlpment (v) amortlzatlon, and (c) expansion. Whereas
elements (a) and (b) are unrelated tevblanning agency review, (c) is

coupled to it:
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a. Equipment

| The formulavshould include an‘appropriate share of an amount that,
when funded, ﬁoﬁid be sufficient to pfovide each institution with
a reVolving fund to meet the ongoing-cests incurred by the
institutions for fixed and majorsmoveable equipment.* This fund

should adequately finance .the .reptaeemens purchase of equipment for

existing .or supplementary . services.and facilities at current price levels. .

¥For a listing of fixed and major moveable equipment, see Chapter VII,
A

"Chart of Accounts for Hospitals. .

New words underlined. Portions deleted crossed out.
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b. Amortization
The formula should include an amount representing an appropriate
share of the payment required for the amortization of existing
capital indebtedness.

c¢. Expansion

e formula should include an appropriate share of the funds the

lant, equipment and services. Such proy¥sion can be

accomplished by grospective accumulation of funds;ﬁ(:etrospective

payments for debt\th

with community precedent\ of financing, inc

should be consistent

rtization. The arrangeme

ding the use of
designated funds, e.g., gii\s, legacieyf and bequests. In determining
the contracting agency's share)\ the/Contracting agency should be

obligated to make payments for #inducial needs arising from projects

that have been approved by‘)ﬁg,areaéza%\health planning agency;

it should not be obligajpfd to make paymentx for financial needs

arising from projecjf that have not been apprd\yed by the areawide

health planning Agency, except that this provisioN should apply

*-Prevideu—in-shis—sense—pe?mits-prespeetive-&eeumulaéien-ef-eenstyue%ian—fuaés
er-vebrespeetive-payments-threugh-debb-amertisation,

New words underlined. Portions deleted crossed out.
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lla.

c. Expansion

Capital expenditures for (1) the acquisition of land, (2) replacement

and major modernization df buildihgs, and (3) expansion of plant, -

equipment and services may be met by anx;or all of the following:

(1) philanthropy designated for capital purposes (e.g., gifts,

' legacies, and bequests), consistent with the community's

- résources.

(11) grents and loans; federal, state, and local.

(11i) efter application of (i) end (ii) sbove, the formula should

- -include .a provision for prospective accumulation of funds or

retrospective payments for debt amortization. In determining

the contracting agency's appropriate share, the contracting

' égency should be obligated to make payments for financial needs

arising from projects that have been approved by the areawide

health planning~agency, where such an égency has been established.

TheICChtrécting agency shduld not- -be obligated to make payments

for financiél neéds”érisiné from projects that have not been

gpprovedvby'the areavide healﬁh planning agency, except that in

any particular health care institution this provision should

apply only to those projects begun after the implementation of

Document from the collections of the AAMC Not to be reproduced without permission

" this ‘document in its method of payment. Further, all payments

‘made in excess of current expenditure for these purposes must be

funded by the institution or its centrél management in the case of

‘multi-institutioh drganizations.
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In recognition of the governing authority's resbonsibilities t0 preserve

the institution's assets, the sum of capital payments each year, described

in paragraphs {a) Equipment, (b) Amortization, and (c.iii) Expansion, above,

must be at least egual to the historical cost depreciation expense on

facilities existing at the commencement of this financing program and all

subsequent facilities built with planning agency approval, where such an

agency has been established.
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It is recognized that, during s transitionélvperiod, a group or groups

of institutions may elect, with the mutual agreement bf contracting
agencigs,.to be paid on the cprrent negotiateé basis, including the use

of depreciation. When such ah altgrnative,iéwﬁéed, the peyment for

capital needs should be consiétent with planging'principles established

for the community. It is recognized that areawide planning agencieslhave

not been established in some areas and, theref§#e, the payment for capital
needs in such areas should, during a transitional period, be on the current
negotiated basis, including the use of depreciation. In areas where planning
agencies do not yet exist, health care instittﬁions.and contracting agencies

have an obligation to take leadership in establishing such agencies.¥

2. Operating Cash Needs
The method of payment must meet operating cash needs by assuring a
rapid flow of the cash paid\for services provided to beneficiaries of
contracting agencies and provide for a_cash advance when the need
for such has been demonstrated as essential for prudent financial

management.

The formula must include a supplement to compensate for the time lag
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between the purchase of a good or service and receipt of payment for
services. The amount of the supplement should be reviewed periodically
and adjusted to reflect any change, such as inflation, improvement or

expansion of services, that has taken place.

*See Chapter IV, D.1
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Return on Investment
The formula should provide for a reasonable return on investment

of for-profit health care institutions.

For-profit institutions are subject to the same planning disciplines
as nonprofit institutions; and, therefore, contracting agencies

should not be obligated to provide a return on investment for capital

" projects not approved by the areawide planning agency, where such an

agenc& has been established. This provision should only apply to those

Projects begun after the implementation of this document.

C. Income from Sources Other Than Patients

1.

Restricted Endowment Funds, Specific Purposé Funds and Gifts

Income from endowment funds or gifts restricted by donors to provide
for services for designated pafients should be used to réduce the
payment for those services.

Income from Invested Operating Funds, Unréstricted Funds and Gifts,
and Nonpatient Services

Except as stipulatéd in Chapter III, A.2., income from invested
operating funds, from general endowment funds, from unrestricted
gifts, or net income from nonpatient servicés should not be used to

reduce the payment made for patient services.

Special Projects Income

Income received to finance special projects or salaries paid to special

employees should be deducted from financial requirements before

determining the amount of payment to be made for patient services.
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Method of Payment

No one method of payment has émérgéd that coﬁbinés the strengths aﬁd
eliminates‘the wéakﬁésSés of all thé othefs. Thé héalth caré institution
and the contracting agency should conduct ongoiné analyses of thé effect
of the methods of paymént ou the institutioniand thé'agéncy. The agree—‘
ment should achieve a sénsitive balancé that protécts the'équity of

purchasers of care and preserves the rights éEd prerogatives of the management

and governing authorities of health care institutions and contracting agencies,

The merits of any method of payment should be judged on the basis of public
accountability, equity, simplicity, ease of administration, economy of
implementation, and its ability to react to current conditions end to

provide a rapid flow of funds from purchaser to provider.

The-applieatien;ef-any-hbﬁhe&-ef-péyment-muet-bg;preeedeé-b&-éusﬁifieatien
ef—thé—inéiviéual-health-eare-institutienis-finanéia&-néeés-in-a;manner
mutually-aeeéptable-te-previdér-and-purehaserv--Sueh-éustifieatiea-ineludes
(a)-thé-applieat}en-ef-aeeeptéé-aeeeunting-ﬁeehniqﬁés}-(b)-éevelepment-e?
ahert-raage-ané-lengfrange-planning—ebgeetivesy-ané-ée}-eeerdinatien-ef

Leng-range—pl&nning-ebéeetives-with-%hé-areawiée-health—planniag—ageney-

The financiel stability of a health care institution may be jeopardized
if contracting agencies apply differing methods of payment within an
individual institution. Several methods of payment are employed by
contracting agencies, e.g., charge-based, average per diem, ratio of

charges applied to costs, inclusive rate, per capita, and combinations of
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the foregoing. Ordinarily, the method involved is determined by nego-
tiation between groups of providers and the agencies. As a result, some
of the gpparent differences among these methods are minimized. However,
selective application of different methods of payment by differept con-
tracting agencies can result in the héalth care institution's inability

to obtain full payment for the sum of the services for which these agencies
are cumulatively responsible. All contracting agéncies in an area should
use a single method of payment agreéd upon by a group or groups of health
care institutions. This proviso is not intended to discourage voluntary

experimentation with alternative methods of payment.

Health care institutions and contracting agencies have a responsibility
to work out an equitable method of retroactive adjustment, where appro-

priate, to cover underpayments or overpayments during specified periods

of time.

The method of payment should be consistent with the institution's goal
of providing high quality care. In addition, the method of payment should

'be designed to encourage sound and efficient management practices.

If a health care institution's costs depart substantially from those of

Document from the collections of the AAMC Not to be reproduced without permission

other institutions of similar size, scope of services and utilization,

future maximum reimbursement ma# be established through agreement reached between
contracting agencies and %he institutiors. It must be recognized that
veriation in cost _can be attributed to a variety of circumstances and,
therefore, decisions as to whether a cost is unreasonable or not become
a mattef of judgment. To assure a maximum degree of equity, health care

. institutions subject to such judgment must be provided an opportunity to

have their situation reviewed and evaluated through an established and

equitable appeal procedure.

New words underlined. Portions deleted crossed out.
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CHAPTER IV. OBLIGATIONS AND RESPONSIBILITIES

Health care institutions,,areawide heéalth planning agencies, and contracting

agencies are 1nvolved in the continuing - process of balanc1ng Provider consumer
and eensumer provider interests. All three have strong ties and community
obligations.

In this chapter the obligations to:the}community they serve

and responsibilities of each, separately and JOintiy, are set forth.

A. Health Care Institutions
1. Standards of Care
Health care institutions have an obligatioéﬁfo provide high quality
care as demonstrated by their meeting acceptable~standards of

service as set forth by the Joint Commission_on Accreditation of

Hospitals and. other appropriate professiona;‘groups.

2. Utilization Review

Health care institutions through their medical staffs are responsible

for reviewing-the promoting the effective ufilization of patient care’

services. Their objectives should be to provide efficient and

effective health care services while maintaining or upgrading the

quality of those services.

3. Health Education

Health care institutions should, by individual and group action,
conduct continuing community service programs designed to educate

the public in health maintenance and the effeetive use of health

care facilities.
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Development and Promotion of Joint Programs

Health care institutions should seek fhe mosf economical, efficient,
and effective ways of delivering their sérvicés. Whéh feasible,
they should participate in joint prégrams such as group purchasing,
shared laundry, shared computer facilities, and continuing expéri-

mentation with methods and systems.

Self-Analysis

Health care institutions should strive for higher levels of perfor-
mence through a continuing program of self-analysis. Management

and methods systems and comparative analyses can be used as effective

tools in the process of self-analysis.

Audit and Public Disclosure
Health care institutions have an obligation to disclose to the
public evidence that all their funds are being effectively utilized

in accordance with their stated purpose of operation.

Such disclosure will be deemed to have béen made if financial state-
ments are made available on requést to those with a légitimate interest
in this information. These financial statements should bé prepared

in accordance with generally acceptéd accounting principles consistently
applied, and should be accompanied by the stated opinion of an

independent public accountant as to their fairness.

Short-Range Planning- Requirements
Health care institutions should establish their operating cash needs

and prepare formal statements setting forth their management and
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service objectives for the coming fiscal year. ~Supporting these
objectives should be a time schedule for their implementation, an
estimate of the amount of the funds requlred to finance their imple-

mentation and an 1ndlcatlon of the ant1c1pated sources of these funds.

Long-Range Planning Requirements

- Health care institutions should develop a program of long-range plan-

ning under the direction of a governingvbogfg committee including
administration and medical'staff to delineate théir future programs
of health service to the people of the community or area and to take
into accopnt available and planned healthvéervice from other hesalth
care institutions or other health service sources. The program of
long-range planning should include a regular review with the areswide
health planning agency to assure consonande of institutional and

community health obJectives.

Verification of Cost Data

Health care institutions should provide sost data audited by .their

public accountants, capable of verification by those contracting

agencies with which they have such agreements. This practice should

obviate multiple audits. by contracting agencies.

Credit and Collections

Health cére institutions, through their governing boards, should
formulate and apply policy with respect to credif aﬁd collections.
These policies should set forth the collection pfocedures to be
followed, including the aging of accounts and definition of the time

intervals on which accounts should be ruled uncollectible.
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Contracting Agencies

1.

Development of Broad Benefit Coversges

Contraéting agencies should accelerate their exploration and
development of the.ways and means of making available to their bene-
ficiaries the broadest spectrum of health care benefits poscible,
covering both inpatient and smbulatory and home heelth care needs.
The benefits structure should be designed to encourage the most

appropriéte use of health services, manpower and facilities.

Promotion of Broad Benefit Coversges
Contracting sgencies should conduct continuing educational programs
designed to encourage the public to increase that portion of its

income set aside to prepay its health care needs.

Beneficiary Responsibility
Contracting agencies should develop effective methods of advising
beneficiaries of their role in the judicious use of health care

facilities.

Effective Administration
Contracting agencies should strive through effective management
systems to improve their administration of health care dollars

for the purchase of services.

Public Disclosure
Contracting agencies have an obligation to disclose to the public
evidence that all of their funds are being effectively utilized

in accordance with their stated purpose of operation.
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Current ?ayment and Retroactive Adjustment

Contracting agencies must include in théir méfhod of pesyment a
mechanism that.wili assﬁre an adéquate flow of cash to health'éafe,
institutions. (Seé Chapter III. B.2.). Thé amounts paid byvcon—
tracting agencies should be based on the total financial neeas of
the institution as defined for thé fiscai period in which the
services were providéd and purchaséd.. The méthod of payment should,
when necessary, provide for the payment of retroactivé adjustments

by either the health care institution or the contracting agency.-

C. Areawide Health Planning Agencies

1.

Relationship with Health Care Institutions

The areawide health planning ageﬁcy should recognizé ﬁéalth caré
institutions as basic participants in planning for pérsqnal héalth'
services and should work closely and continually with all such
institutions in thé area it serves, to assist thém in organizing
their own internal planning units and developing thé process of
planning to meet community health needs. The héalth planning agéncy
should work with thé institutions in the area it sérvés to défine
community health needsy shoﬁld éncoufage Joint planning by all
health care institutions; should provide liaisor with othér agénciés
engaged in broad community planning; should helﬁ define and select
institutional service and planning areas in temms of all the people

within the areas; and.should help present factual health evidence

to the entire community.




Document from the collections of the AAMC Not to be reproduced without permission

21

EXPOSURE DRAFET

Definition of Health Service Area

The areawide health planning agency should work with the leaders
of the area and the health care institutions to define the area

to be served, and should work with these leaders and ﬁhe health
care institutions and the health care system to set areawide health
objectives, to consider area health programs needed to achieve the

objectives, and to develop the means of evaluating the results.

Program Evaluation

The planning agency must effectively guide the community in planning
to meet its health needs. It must take action with respect to

the appropriateness, adequacy, priority, and location of health care
services and facilities. An appeal mechanism must be provided to

protect the equity of individuval institutions.

Agency Evaluation
The areawide health planning agency must be concerned with the quality
of planning in the community, and should enlist the help of community

leadership in development of criteria for continuing self-evaluation

. of organization, function, and methodology of the planning agency,

and the planning results that are related to the community's health

'objectives.

D. Joint Obligations

1.

Participation in Areawide Planning

Health care institutions and contracting agencies have an obligation
to participate in the areawide planning activity where agencies have
been established and to actively promote the establishment of such

agencies in areas where none exist.
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2. TIncentive Prog;ams
Health care instituﬁions and contracting ageqciés shou%d cooperatively
develop incentive programs-désigngd to.assisf'héglth caré insti-
tutions and the.systém in'their_efforts tobprbvidé the highést quality

of services as efficiently and economically as possible.

3. Mutual Agreement
The method and amount of payment to health care institutions by

contracting agencies should be established by mutual agreement of the

parties concerned and should be based on this Statement on_the

Financial Requirements of Health Care Institutions and Services.

L. Availability of Fiscal and Statistical Data
There is a joint responsibility on the part of health care insti-
tutions, areawide health planning agencieé, and contracting agencies

to share data necessary for the operation and evaluation of community

health programs.

5; Community Financing

Health care institutions, areawide health plenning agencies, and

Document from the collections of the AAMC Not to be reproduced without permission

contracting agencies should encourage philanthropic sources and
lending institutions to support the concept of health planning and
provide financing for the construction of community health facilities,

and the development of commupity health services.

6. Performence-Stendends- Implementation Criteria

Health care institutions’, areawide health planning sgencies, and

contracting agencies shall cooperatively develop stamdards- criteria to

New words underlined. Portions deleted crossed out.
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implement. the obligations and responsibilities set forth in this

document. The criteria should recognize the intent of this statement

to preserve the managerial, operating integrity of each of the parties.

Further, the criteria to be negotiated should specify the actions to

be taken for‘noncompliance with these responsibilities and obligations.
‘An appeal mechanism, equitable to all parties concerned, must be

provided. It must be recognized that such an appeal mechanism may vary

with locale, but in any circumstance the ‘equity of .the individual insti-

tution must be protected. As a last resort, health care institutions

may refuse to contract with, or may terminate agreements with, contracting
agencies that fail to meet such staenderds criteria, and contracting

agencies may modify or reduce payment to institutions that fail to meet

such etaendeyds criteria.
: ————

New words underlined. Portions deleted crossed out.
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PART 2

Part I of this statement outlines the basic_frameWork.of'a syséem for
financing health care-instiﬁutions and services; it identifies the elements
of financial requirements, sets guidelines for meeting them, and identifies
the obligations and responsibilities, individual and shared, of health éare
institutions, contracting agencies, and arééwide health planning agenciés.
The purpose of Part 2 is to describe an accounting methodology for the
impiemehtation of this financing sysﬁem. While other accounting techniques -
could be employed equally well, the purpose of this exposition is to descfibe
the process of accumulating information necessary for the determination of
a health care institution's total financial requiremenﬁs and the use of
accounting techniques for the apportionment of those requiremenﬁs.ambng the

purchasers of services.

The financing principles described in Part 1 require the assembling of
information in addition to that traditionally summarized in financial accounting
reports. Financial requirements are defined as the total monetary resources

the health care institution needs or wil% need to expend in fulfilling its

i
community health service objectives. In other words, financial requirements
1
: i
are defined as cash expenditures, requireq increases in necessary cash
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reserves for capital - items, and changes iq current liabilities resulting from

|
the operation of the health care institution during a given time period.
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It is importent to recognize that the accounting references contained in

Part 2 in no way alter the application of generally accepted accounting
principles in the financial reporting practices of health care institutions.
While traditional income accounting requires the matching of expired costs
(expenses) with revenues, the measurement of financial requirements necessitates
the mansgerial determination of required future resources and the means for
obtaining these resources. For example, whereas in income accounting supplies
expense is defined as the historical cost of supplies actually used in pro-
viding patient care services, the financial requirement related to these
supplies arises at a much earlier stage in the productive process — at the
time of purchase of the required supplies. In a similar sense, the financial
requirements associated with a new building occur prior to, or st the time of,
the construction expenditures or as debt amortization payments are made, and

not over the forty or fifty years in which the community receives the health

care services through the use of the building.

The exposition of the accounting methodology to be used in measuring an
individual institution's financial requirements is contained in Chapters I
and II. Apportionment of these financial requirements to individual patients and

categories of patients are discussed in Chapter III. A summary is included

in Chapter IV.
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CHAPTER I.  MEASURING CURRENT OPERATING NEEDS

Current operating needs, whether measured historically or estimated pros-
pectively, should be organized in a manner consistent with formal charts

of accounfs available to health care institutions. Historical measurement
is required for those methods of payment employing a retroacti&e adjustment
and for financial and managerial accounting reports. Although historical
'measurement can be made with a dégree of precision directly from the insti-
tution's accounting and sfatistical records, this information in itself is
not sufficient for determining the financial réquirements for the current
and ensuing periods. For this reason, prospective estimation of a health
care institution's financial requireménts is essential for the détermination
of the institution's charge structure and interim payménts from contracting
agencies. A souhd'budgeting program is an excellent basis for prospective

determination of these requirements.

The cumulation. of historical measurements and prospectivé estimates of
opergting needs through account classification systems constituté the first
step in determining current operating needs related to patient ca?e. Financial
requirements for current operations can be defined as the cost of acquiring
current assets and services that are utilized in the activities of health

care institutions.

The next step is the allocation of these costs to and among programs and

services of the health care institution, and then, the further identification
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of those programs related to patient care. Part I establishes four elements
of current operating financial requirements: direct patient care, interest,

educational and research programs. In addition, Part I recognizes that the

unrecovered financial.requirements for credit losses and charity allowances

must be apportioned among paying patients and contracting agencies.

Although financial requirements differ from traditional accounting expenses,
current operating needs in this discussion employ expenses as a first approx-
imation of the financial requirements for current operations. The remainder

of these requirements is discussed in Chapter IIT under current operating

cash needs.

A. Direct Patient Care
The expense portion of the financial needs arising out of programs and
services for patient care can be accumulatéd directly through the health
care institution's account classifications. As described in Part I,
these classifications should permit the cumulation of amounts for salaries
and wages (including the monetary value assigned to thé services of
members of religious orders and other organized religious groups), supplies,
purchased services, applicable taxes, and other direct and indirect costs
for patient care Gexelﬁéiag-éepreeiatien}-see-Ghaptef-III;Ar)b These
expenses will be allocated to revenue-producing centers using techniques

similar to those outlined in Cost Finding and Rate Setting for Hospitals.

B. Interest

The financial needs arising from interest require the calculation of
amounts due for the use of borrowed funds regardless of the sources from

which the funds were obtained or the uses for which the funds are employed.
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These charges must be forﬁally.recorded in the accounts of the institution.
Measurement of allowable amounts is based on an evaluation of the reason-
ableness of the rate andﬁthe propriety of the loan from sfandards déveloped
by health care institutions and. contracting agencies. Part I, Chapter

IIT, A.2., states that cértainﬁinvesﬁment.incomes must be déducted in the

calculation of interest charges on plant capital borrowings. Therefore,

income earned on such investments, including realized capital gains and

losses, must be identifiable in the records.

The amount of interest to be included in the current operating needs
should be allocated to various programs, such as direct patient care

revenue centers, and educational and research programs described below,

in a manner similar to those outlined in Cost'Finding ‘and Rate Setting for .

Hospitals.

. C. Educational Programs
The financial needs arising out of educational programs are accumulatéd
through account classificatiqns which identify the particular educatidnal
programs' direct and indirect costs Gexekué&ﬁg-éepreeiatiea) as determined

by cost finding techniques. In addition, accounts must be established to
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accumulate infqrmation about program income. Any aggregafe net deficit

for these programs must be included in the payment for patient care services.

D. Research Programs
The financial needs arising out of research programs are accumulated
through account classifications which identify the particular research

programs' direct and indirect costs fexeiuding-depreciation) as determined .
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by cost finding techniques. Identification of the amounts of financial
requirements for research programs related to patient care requires an
agreement between health care institutions and contracting agencies on
guidelines for identifying these research programs. The income earned
for each particular program from endowments, gifts, grants or other
designated community sources must be recor&ed. Any aggregate net defiéit
for programs related to patient care must be included in the payment

for patient care services.

Credit Lésses and Patients Unable to Pay

The technique for measuring financial requirements for credit and

charity losses incurred in providing care for certain patients is the same.
The income from endowments, gifts, grants, and donations designated for
meeting the cost of care provided for these patients, as well as payments
received directly from them, must be deducted in the calculation of the

total financial requirements for self-pay patients and contracting agencies.

The health care institution must recover all financial requirements

incurred for programs related to patient services. Consequently, the

financial requirements arising from credit losses or patients unable to

pay must be apportioned among all other patients (See Chapter IV).
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CHAPTER II. MEASURING CAPITAL NEEDS

In determining the financiél fequirements of healtb,qare_institutions, it is
essential that funds be available for replacement of plant and equipment;
improvement of plant; expansion 6f,plant and eqﬁipment; maintendnce of operating
cash neéds; and a provision for réturn'on owner's investment in for-profit

institutions.

A. Plant Capital
Part I establishes three types of plant capital payments to health care

institutions:

a. Payment for repieeement purchase of equipment for existing services and
facilities. | .

b. Payment for amortizafion of existing debt.

c. Payment for acquisition' of land, replacement and major‘modernizafion of
buildings, expansion of plant and equipment to providé’fof additional

services and facilities.

The_establishment of these types of pdyments in no way changes the respon-
sibility of the accountant to systematically record the depreciation of
the institution's investment in plant and equipment'in~a manner consistent

" with generally accepted accounting principles.

Measurement for these payments is accomplished as follows:

a. The determination of payments for wepiseement purchase of fixed and major

movable equipment for. existing or supplémentary services and facilities

is to be based on price level depreciation. The health care institution

'should set aside equipment-veplaeement-funde these payments and formally

account for receipts and expenditures; Any income earned on these funds

and the funds themselves shquld‘be restricted to expenditure for equipment

plant capital purposes as designated by fhe governihg authority.
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The determination of payments for amortization of debt may be
accomplished prospectively, by reference to the retirement schedule
contained in the debt instrument, or retrospectively, by reference

to payments actually made.

This procedure is also applicable to those leases which are in
substance purchase contracts. The interest portion of these lease
payments must be examined for the reasonableness and propriety of

the debt agreement.

Upon apprqval of»the project by the areawide health planning agency,

where such an agency exists, the determination of the way payments

will be mad¢ for acquisition of land, resplacement and major modernization
of buildings, and expansion of plant, equipment, and services must be made
jointly by health care institutions and contracting agencies. The measure-
ment of these capital requifements will necessitate projections of
resources required for various alternative objectives determined in
cooperation with areawide health planning agencies. Next, alternative
sources of community financing (such as philanthropic funds, grants,

tax resources) and the institution's own designated plant capital funds

are determined. Finally, the alternative arrangements for the residual
financing requirements are quantified, discussed with contracting agencies,
and built intg the charge structure for self-pay patients and the

formula for contracting agencies.

A problem of the timing of capitel payment is inherent in this method

of plant capital financing, especially with regard to payments for major

expansion and replacement. The timing problem arises for an individual
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health care institution because the. expen.' ‘hes for .expansionare .nade
episodically Strict payment according to need could ‘result in - extreme
fluctuations in payments.: Therefore,‘itpiséreoommendedzthat‘prospective
accumulation of funds by the health csrej ﬂtution be 'undertaken

through a specific capital expansion factorf_n‘the'formula varying with

the needs of the institution. Strict fund accounting for the earning

and expenditure of these funds is require

During the transitional period, measurement should.continue on. a locally

determined basis of negotiation, employi 5'&. ious depreciation methods.

Operating Cash Needs

-In the discussion of current operating needs: in Chapter II, measurement

of financial requirements is approximatedtl the_usesof.accounting

expense. This measurement ignores the.ins‘ ution’'s need to accumulate
current resources, such as supplies and prepayments, to rénder health

care services. Therefore, the formula.mustmbrovide for cash payments

required for the financing of the changesﬁinfeurrent’assets.

Return on Investment .

The rate of return on investment.is'suBJEctuto negotiation between the

contracting agency and the for-profit health'care institution. The

return may be calculated on traditional eccounting measurement of owner's
equity, including the capitlization of start-up costs, or on total assets.
For institutions that are paid a return on total assets, no explicit

charges for debt capital should be recogniged and the contracting agencies

may wish to place some limit on.the.totalaamountfof.debt:financing;
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CHAPTER III. AFPORTIONMENT OF FINANCIAL REQUIREMENTS

In Chapters I and II, an accounting methodology for measuring total financial

requirements is outlined. The next step is to apportion a health care
institution's total requirements among beneficiaries of contracting agencies

and self-pay patients.

Part I of this statement defines the method of payment as the mechanism for
apportioning to beneficiaries of .contracting agencies their share of the
health care institution's financial requirements. Although no recommendation

is made for any single, universal method of payment, it is recognized that

one method of payment should be employed by all contracting agencies with which
an institution deals. That is, the method of payment should be selected on

the basis of local negotiation between a group or groups of health care
institutions and contracting agencies. Once this local option has been
exercised, all contracting agencies éerving the area should use this single

method of payment.

A difficulty arises in the apportioning of finarcial requirements among self-
pay patients and beneficiaries of contracting agencies. Both groups share

the responsibility for meeting the health care institution's total financial
requirements. However, the méchanics of payment may result in the application
of different methods of payment. That is, the assessment of the self-pay
patient's sharé is made at the time the service is performed, but the
contracting agency's obligation may not be assessed until a later point in
time, if the method of payment employed has a provision for a retroactive

adjustment.
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One possiblé‘solution to the diffiéulty was presented in the Factors to

Evaluate in the Establishment.of Hospital Charges:

The hospital's overall revenue must be adequate to meet its finafcial
needs. However, the rate charged for each individual service should |
reflect properly the operating éxpénses-for servicé réndéred Plus an

) equitablé share of the other financial nééds for which thé patient is
responsible.. Rates established on this uniform basis should bé applied

to all patients without differentiation.

That is, the financial requirements for both self-pay patients and the bene-
ficiaries of contracting agencies could be'apportioned on a charge basis.
This alternative is illustrated below. The more complex problem of multiple

payment systems is discussed later.

A. Charges as the Method of Payment
Financial requirements cen be assigned to revenue~-producing centers in

& manner analogous to the approach outlined in Factors to Evaluate in the

Establishment of Hospital Charges and Cost Finding and Rate Setting for

Hospitals. As an illustration of how charges may be related to financial

needs, the following procedures are outlined:

1. Cost finding is undertaken to determine the :otal expenses (including
depreciation) of each revenue-producing center, educational and
research programs, and other activities.

2. The measurement of total financial requirements to be derived from

patients during the period is determined (see Chapter 1v).

1]
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3. The ratio of total financial requirements to total expenses is
calculated; this ratio represents the relationship between the health
care institution's required‘revenue and its operating expenses.¥

L. The total required charges for each revenué—producing cénter is
determined by multiplying the cénters' expénses by the ratio calculated
in 3. above.

5. Then, the generally accepted methods, such as those described in Cost

Finding and Rate Setting for Hospitals, are employed to allocate total

charges to specific items of service.

This methodology results in a system of charges in which the charge for a
specific service is related to the financial requireménts of providing

that service. The same obligation for meeting the héalth care institution's
total financial requirements will apply to all patiénts receiving the same

service.

*Unrecovered financial requirements for credit and charity losses must be
included in the charge structure. For example, the ratio could be adjusted in

the following manner:

TFR
TE - UE

TFR = total financial requirements.

UE unrecovered expenses resulting from credit losses and care provided to

charity patients (the provision for uncollectibles and charity
times the ratio of total patient care expense over total patient care

revenue).

TE = total patient care expense.
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B. Other Method of Payment for Contracting Agencies
Several meéhods of payment may be employed by contracting agencies that
differ from the charge method used for self-pay patients. The use of
these methods requires the establishment of techniques for apportioning
the financial requirements among the two categories of payors — contracting

agencies and self-pay.

When the contracting agencies' share of inpatient services is assessed
on an average per diem basis, the following apportionment method may

be employed:

1. The rate for average per diem financial requirements is calculated

by dividing total financial requirements (see Chapter IV) by total

patient days.*

2. The contracting agencies' share of financial requirements is calculated
by multiplying per diem financial requirements rate by the number of

patient days rendered to beneficiaries of contracting agencies.

3. The self-pay patients' share of financial requirements is calculated
by subtracting the contracting agencies' share of financial require-

ments from total requirements.
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4. The charge structure for self-pay patients is established in a manner
similar to that described in (A) by using the ratio of self-pay patients'
financial requirements to the expense ircurred in caring for these

patients.

*Again the unrecovered financial requirements resulting from credit losses and
providing care to charity patients must be included in making the apportionment.
The method analogous to the illustrated technique in (A) above is:

® (. R y
, TE - UE /

Total Patient Days
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Any method of apportionment employing specific departmental charges, such
as the ratio of charges to charges applied to costs, will result in the

same apportionment as if charges were used by all categories of payors.
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CHAPTER IV. CONCLUSION AND SUMMARY

Part II describes the process of accumulating information necessary for

the determination of a health caré inétitution'svtotal financial requirements
.aﬁd procedures for translating these requirements into chargesAfor self-pay
patients and the required amount of payment from contracting agencies. Finan-

cial requirements for the provision of patient care are summarized as follows:

1. Direct and indirect expenses (other-than-depreeiabions see items 6, 7,

and 8 for the inclusion of plant capital payment) of patient care

allocated to revenue-producing centers.

2. Interest payments, less certain undesignated income earned on investments
(see Part I, Chapter III, A.2), that are allocated to fhe patient care

revenue-producing centers and education and research programs.

3. Any aggregate net deficit of edﬁcational programs, such deficit being
defined as total revenue earned by these programs less total direct and

indirect expenses. {exeluding-depreeiationy.

4,  Any aggregate net deficit, as defined in (3) above, of research programs

.related to patient care.
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5. Unrecovered financial requirements resulting from credit losses and
patients unable to pay that must be apportioned tc paying patients through

the institution's charge structure and in the determination of the required

amount of payment by contracting agencies.
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6. Payments for the vepleecement purchase of fixed and major movabdle equipment

for existing or supplementary services and facilities exceeding historical
cost depreciation. on equipment.

7. Payment for amortization of debt.

8. Payment for capital expansion exceeding historical cost depreciation.on buildings.

9. Payment to provide for the operating cash expended for the increase of

current assets.
10. Payment for a return on investment in for-profit health care institutions.

The principal implications of Part II are the recognition of the need for
prospective estimation of financial requirements — both operating and

capital — and the development of techniques for the apportionment of the

total financial requirements of health care institutions among purchasers of
services. Both the conceptualization and the measurement of these requirements

necessitates an extention of traditional accounting responsibility.

The “gtatement on the Financial Requirements of Health Care Institutions and

Services"is a document which establishes a framewotk for a financing mechanism
for the nation's system of health care institutions. The mechanism provides
for progressive transition from the present means of providing financing

for these institutions, and for evolution toward improved financing of

institutional health services.

The goal of the statement is the meeting of total financial requirements of
health care institutions. To the degree that this goal is achieved through
the voluntary assumption of obligations by the concerned parties, as defined
in the document, there will be an improvement in the provision of health

services.

New words underlined. Portions deleted crossed out.
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GLOSSARY OF TERMS

Acquisition
"Acquirement of legal title to property or the legal right to use property

through lease contract.

Appeal Méchanism

(Definition, including minimum acceptable standards, will be made by Advisory
Panel of Hospital Attorneys for Studying Légal Implications of Statement on

Financial Requirements of Health Care Institutions and Services.)

Appropriate Approval — Education

(1) Approval of the programs by a recognized professional organization, or

licensure when required by state law, or (2) recognition that such programs
quality their participants for state licensure examinations, or (3) demon-

stration of an acceptable contribution to the quality of care within an

institution and to community need for medical and paramedical personnel.

Appropriate Approval — Research
Formal approval by (1) the governing authority or appropriate committee of
the health care institution, or (2) support by a governmental agency or a

philanthropic source, such as a foundation.

Appropriate Share

That share, at least proportionate, of an element of financial need to be borne

by a purchaser of care.
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Areavide Health Planning Agency

An agency'which provides organized assistance in the establishment of health
goals and in the effective implementation of those goals within the limits of
an area's available resoﬁrces. Preferably, the agency is organized on a
voluntary basis, but however organized should provide representation from the
health professions, health institutions, and consumers, with the consumers

in the majority.
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Capital Needs

The financial resources necessary for health care institutions for (1)

replacement of plant, equipment and.services; major mcdernization, expansion
of plant and equipment; (2) operating cash needs, and (3) "a return on owner's

investment in for-profit institutions. .

Contracting Agencies

Those organizations or agencies that contract for the purchasé from heelth

care institutions of services for their subscribers or beneficiaries. Con-

tracting sgencies include voluntary nonprofit prepayment health service plans,

governmental agencies, and voluntary nonprofit social and welfare agencies.

Current Operating Needs

The financial resources necessary to maintain the day-to-day functions of a ' .

health care institution or service.

Financial Reguirements

The total monetary resources that a health care institution or service needs

or will need to fulfill its community health service objectives.

Formula

The delineation of elements of financial requirements to be recognized for
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reimbursement.

Governing Authority

The governing board or owner(s) of the health care institution or service, or
a governmental agency which has charge, control, and management of the property,

affairs, and funds of health care institutions or services.




g
(@]
7
1%}
£
Q
Q
=
(@]
=
B
=l
[
2
=l
o
=
Q
15}
=
(0]
o]
Q
=
-
o
Z
s
[}
k=
[
o
%)
=
@]
=
|5
O
=
(@]
5%
[}
k=
g
o
fi=)
=
Q
g
=
5
(@]
@)

EXPOSURE DRAFT

L2

Health Care Institutions

Medical care institutions as defined in the American Hospital Association
publication, "Classification of Health Care Institutions: "establishments

with permanent facilities and with medical services for patients, including

inpatient care institutions, outpatient care institutions with organized medical

staffs, and home care institutions."

Method of Payment

The means for apportioning among all purchasers of care their share of the

financial requirements of the health care institution or service.

Negotiation

The process by which a group or groups of health care institutions and a con-
tracting agency select (1) the means for measuring the elements of the health

care institution's financial requirement, emd (2) the method of payment, and (3)

the actions to be taken for noncompliance with the obligations and responsibilities

set forth in this document.

Opérating Cash Needs

The smount of cash required by the health care institution for current operating
expenditures and for the provision of a reserve adequate to cover fluctuations

in operating needs.

Price Level Depreciation

The methods of calculating depreciation that take cognizance of changes in the
general purchasing power of the dollar and/or changes in the replacement cost of’
specific assets. For a more definitive discussion, see American Institute of
Certified Public Accountants, "Reporting the Financial Effects of Price Level

Changes," New York: AICPA, 1963.
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Transitional Period

The time required for the adoption and full implementation by health care

institutions, contracting agencies, and areawide health planning agencies of

the Statement on the Financial Requirements of Health Care Institutions and

Services. The period may vary from area to area but should be no longer
than is necessary for the full acceptance by all parties concerned of the

principles enunciated in the document so that, as rapidly as possible, a

sound financial basis can be established for the nation's health care system.
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