
 

  

      

Recommended Letter To be sent from 
the IRS Chief Counsel on Provider and 
Insurance Company Accounting 
misuse of Contractual Adjustment 
Account and Tax Implications on the 
Private Business side of the 
Healthcare Industry. 

      

SUGGESTED BY:  ROY MEIDINGER 



1 | P a g e  
 

Introduction 
 
This letter aims to clarify the complex accounting and tax aspects arising from transactions involving 
healthcare providers, patients, and insurance companies. We will focus on areas such as revenue 
recognition, benefits, debt assumption, debt cancellation, steering, and the potential interpretation of 
certain transactions as barter. While our discussion primarily centers around taxpayers using the accrual 
method of accounting, billing private-pay patients at standard rates, and collecting reduced amounts 
from insurers, it's important to note that these practices are not universally followed in the healthcare 
sector. 
 
The inquiry revolves around several steps related to billing privately insured patients, exploring tax 
implications and financial reporting of income: 

• Recognizing the billed revenue for services provided to privately insured patients. 
• Transferring the patient's debt to the insurance company. 
• Understanding that insurance companies often have negotiated agreements to pay reduced 

fees. 
• Using the contractual adjustment account to write off the difference between the billed amount 

and the amount paid by the insurance company. 
• Noting that healthcare providers record the full amount billed to the patient as revenue, with 

potential adjustments later if some charges cannot be collected. 
• Recognizing the actual amount of income for tax purposes. 

 
The subject of the inquiry is the recognition of billed revenue to privately insured patients, the transfer 
of debt to insurance companies, negotiated fee agreements resulting in lower payments, and the use of 
the contractual adjustment account to write off unpaid differences. Healthcare providers record billed 
amounts as revenue, but adjustments may occur later for uncollectible charges. 
 
We will navigate the intricate tax landscape of the private business healthcare sector, focusing on 
situations where both care providers and insurance companies employ the accrual accounting method. 
Central to our discussion is how providers recognize income from bills of private-pay patients based on 
tax codes, the creation of debt, and its subsequent transfer to insurance firms. Notably, when insurance 
companies negotiate lower fee schedules, it can lead to disparities between the billed amount, the debt 
assumed by the insurance company, and the actual payment disbursed. We will explore the rationale 
behind these reduced payments, their legal permissibility, and how the resulting difference is typically 
marked down as a "contractual adjustment." Additionally, we will delve into the mechanics of writing off 
parts of this debt, determining any resulting tax obligations, and highlighting disparities between 
standard financial and tax reporting. 
 
Regarding the assumption of a patient's debt by the insurance company, the "Assumption of 
Indebtedness" occurs when one party takes responsibility for the debt initially incurred by another. As 
per the Pawnee County Excise Board v. Kurn case, it involves a commitment to settling another's debt. 
The term "assumption of" in the context of bills generally implies an entity taking on the obligation to 
pay existing bills for goods sold, services provided, or work executed, as seen in the Newman v. San 
Antonio Traction Co. case. In the healthcare industry the insurance company takes on the full debt of the 
insured patient, except what is not covered by the patient’s policy.  
 



2 | P a g e  
 

Lastly, unreported adjustments can be seen as partial debt cancellations, ideally disclosed to the IRS for 
taxation. It's crucial to note that debt cancellations from government programs are typically not 
reported, given the federal government's exemption from taxing its own activities. 
 
Taxable Income: Cancelled Debt - The general rule is that when a taxpayer's debt is canceled or forgiven, 
the forgiven amount is considered taxable income. This is because the taxpayer receives a benefit by 
borrowing funds or incurring debt for goods and services and then not having to repay or pay for them. 
Form 1099-C: Lenders or creditors are usually required to report canceled debt amounts to the IRS and 
the debtor using Form 1099-C, Cancellation of Debt. 
 
All Private Pay Patients, under Medical Ethics and Standards: All patients, regardless of their payment 
method, are entitled to a standard of care defined by medical ethics and professional guidelines. 
Discrimination based on payment method is generally deemed unethical. 
 
The contracts between providers, patients, and insurance companies are separate, with different 
considerations for each party. In the private healthcare business, contracts are not integrated and have 
distinct financial and tax considerations for each party. 
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Background terms referenced – Laws that have an impact on or control healthcare 

business billings and taxable revenues 
 
Healthcare Laws and Regulations 

These laws and regulations are designed to govern healthcare practices, ensure patient safety, and guide 

financial transactions in the healthcare industry. 

a. Affordable Care Act (ACA): The Affordable Care Act, also known as Obamacare, is a comprehensive 

healthcare reform law in the United States that has significant implications for healthcare business 

operations, including billing and revenue. 

b. Health Insurance Portability and Accountability Act (HIPAA): HIPAA is a federal law in the United 

States that sets standards to protect sensitive patient health information, including billing and financial 

data. 

c. Medicare and Medicaid Laws: These federal programs provide health coverage to specific populations 

and have rules regarding billing, reimbursement, and taxation. 

d. False Claims Act (FCA): The FCA imposes liability on individuals and companies that defraud 

government programs, including healthcare billing practices. 

e. Stark Law (Physician Self-Referral Law): Stark Law is a federal law in the United States that regulates 

physician self-referral for certain designated health services, aiming to prevent conflicts of interest. 

f. Anti-Kickback Statute (AKS): The AKS is a federal law that prohibits healthcare providers from offering, 

paying, soliciting, or receiving remuneration to induce referrals or generate federal healthcare program 

business. Under the tax laws both Provider and Insurance company must pay taxes for payments made.  

g. Internal Revenue Code (IRC): The IRC contains provisions relevant to taxation, deductions, and credits 

for healthcare businesses, affecting taxable revenues. 

h. State-specific Healthcare Laws and Regulations: Each state may have its own set of laws and 

regulations governing healthcare business operations, billing practices, and taxation. 

State and Federal Price Discrimination laws: These laws mean that all private-pay customers are charged 

the same price for the same services and goods; the customer is the person or equity that receives the 

services or goods.  

Understanding and complying with these laws is essential for healthcare providers, and insurance 

companies to ensure legal and ethical billing practices while managing taxable revenues in accordance 

with applicable tax laws. It's important for healthcare organizations to stay updated on changes and 

updates to these laws and regulations. 
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Account Payable: This refers to a debt incurred by a business in the regular course of its operations, 

which has not been substituted with a debtor's promissory note. For instance, it includes bills for 

materials received but not yet settled or contract obligations on an open account. The liability signifies 

an amount owed to a creditor, typically arising from the purchase of merchandise or materials and 

supplies, and is not necessarily immediately due. 

Account Receivable: This represents a debt owed to a business that arises in the normal course of its 

operations and is not supported by negotiable paper. Examples include charge accounts at a department 

store. However, income due from investments, unless investments are the primary business, is usually 

not classified as accounts receivable. It reflects a claim against a debtor, typically arising from sales or 

services rendered, and is not necessarily immediately due. 

Accrual Accounting in Healthcare: 

• Services Rendered: In healthcare, under the accrual method of accounting, income is typically 

recognized when services are provided, irrespective of when payment is received. This aligns 

with the "all-events test," indicating that the healthcare provider has fulfilled its obligation by 

delivering care. 

• Billing: Following the provision of services, healthcare providers bill patients or third-party 

payers. However, the billed amount often differs from the expected revenue due to pre-

negotiated rates with insurance companies or predetermined rates set by government programs. 

• Budget Constraints: For individuals with limited disposable income, price becomes a crucial 

factor in decision-making. This is particularly evident in healthcare, where insurance companies 

utilize price incentives to steer insured members towards in-network providers. Both providers 

and insurance companies agree to this practice in their contracts. 

• Chargemaster: Also known as the charge master or charge description master (CDM), this 

comprehensive list includes billable items for hospital patients or their health insurance 

providers. It serves as a central mechanism in the hospital's revenue cycle, encompassing 

services, medical procedures, equipment fees, drugs, supplies, and diagnostic evaluations. 

Beneficiaries of Government Programs: 

• Recognizing Income: When treating patients under government programs like Medicare or 

Medicaid, the billing amount is based on standard rates, but expected revenue is determined by 

pre-set rates. Providers recognize income based on the expected amount, not the billed amount. 

• Contractual Adjustments: Significant for government program beneficiaries, these adjustments 

represent the difference between standard billing rates and pre-negotiated rates set by the 

government program. For instance, if a standard procedure has a rate of $1,000 but the 

Medicare rate is $600, a contractual adjustment of $400 is made, and $600 is recognized as 

revenue. 

• Contractual Adjustment Account: This account for income deductions is not recognized by the 

Tax Code, the Financial Accounting Standards Board, the Accounting Institute of Certified Public 

Accounting Standards Board, or the Generally Accepted Accounting Principle. Originally designed 

as an informational item on financial income forms, it identifies the difference between billed 

and paid amounts in government programs. 
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• Customer: Generally defined as an individual or entity purchasing goods or services in a 

commercial setting. In a broader sense, a customer is anyone receiving services or benefits from 

another entity. 

• Discount: A reduction in the original price of a product or service, serving various purposes such 

as promoting sales, rewarding loyalty, or clearing inventory. Discounts can take various forms, 

including percentage, fixed amount, bulk, seasonal, promotional code or coupon, loyalty or 

membership, and trade or cash. 

• Discount Placement on the Bill: When presenting a bill or invoice, transparency is key. Displaying 

the original price, specifying the discount, showing the subtotal after the discount, adding taxes 

or fees, and presenting the final total provides clarity to customers. 

• Illegal Consideration: Actions or promises prejudicial to public interest or contrary to law. 

Payment by a provider to an insurance company for steering patients is illegal. 

• Insurance Companies: Primarily engaged in risk management, providing financial protection 

against potential losses. They assess risk, determine premiums, invest collected premiums, 

process claims, and balance profit and loss. 

• Expenses: Recognized when the liability is established, the amount is reasonably determined, 

and economic performance has occurred. Under accrual accounting, businesses deduct 

expenses when incurred, even if payment is deferred. 

• Price: The actual amount collected for a service or the cost at which something is obtained. 

Synonymous with cost, value, and consideration for the sale of a specific thing. 

• Price Discrimination: Selling the same product or service at different prices to different 

customers without a cost-based justification. Prohibited unless for specific reasons like disposing 

of perishable goods or cost differences. 

• Price-fixing: Forming a combination to raise, depress, fix, or stabilize the price of a commodity. 

Generally considered anti-competitive and subject to legal scrutiny. 

• Principle of Estoppel: The IRS cannot claim inability to collect taxes due to equitable estoppel. 

The principle does not apply to deprive the public of statutory protection. 

• Restraint of Trade: Contracts or combinations hindering competition, effecting a monopoly, 

maintaining prices, or obstructing trade. Scrutinized for impact on competitive conditions. 

• Third-party Payer: Entity settling a claim, service, or invoice on behalf of the primary party or 

beneficiary. Examples include banks, credit card companies, and insurance companies. 

• Debt Created for Services or Goods: Financial obligation arising when services or goods are 

received, promising payment at a later time. 

• All-Events Test: U.S. federal income tax requirement for events fixing a taxpayer's right to receive 

income or incur expense before reporting it. 

• Budget Constraints: For individuals on tight budgets or limited disposable income, price 

becomes a primary determinant in decision-making. 

• Illegal Consideration: Acts or promises contrary to public interest or law, such as payment for 

steering patients, are deemed illegal. 

• Insurance Companies: Primarily engaged in risk management, providing financial protection 

against potential losses. They assess risk, determine premiums, invest collected premiums, 

process claims, and balance profit and loss. 
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• Expenses: Recognized when the liability is established, the amount is reasonably determined, 

and economic performance has occurred. Under accrual accounting, businesses deduct 

expenses when incurred, even if payment is deferred. 

• Price Discrimination: Selling the same product or service at different prices to different 

customers without a cost-based justification. Prohibited unless for specific reasons like disposing 

of perishable goods or cost differences. 

• Price-fixing: Forming a combination to raise, depress, fix, or stabilize the price of a commodity. 

Generally considered anti-competitive and subject to legal scrutiny. 

• Principle of Estoppel: The IRS cannot claim inability to collect taxes due to equitable estoppel. 

The principle does not apply to deprive the public of statutory protection. 

• Restraint of Trade: Contracts or combinations hindering competition, effecting a monopoly, 

maintaining prices, or obstructing trade. Scrutinized for impact on competitive conditions. 

• Third-party Payer: Entity settling a claim, service, or invoice on behalf of the primary party or 

beneficiary. Examples include banks, credit card companies, and insurance companies. 

• Debt Created for Services or Goods: Financial obligation arising when services or goods are 

received, promising payment at a later time. 

• All-Events Test: U.S. federal income tax requirement for events fixing a taxpayer's right to receive 

income or incur expense before reporting it. 
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Review of Revenue Recognition for Tax Purposes for a Taxpayer on the 

Accrual Method of Accounting 
Recognizing revenue is a foundational concept in financial and tax accounting. For individuals utilizing 

the accrual method of accounting, understanding the appropriate timing for revenue recognition is vital 

for compliance with the Internal Revenue Code (IRC) and its accompanying regulations. 

The accrual method of accounting recognizes revenue and expenses when they are incurred, regardless 

of when cash is exchanged. This method provides a more accurate reflection of a taxpayer's financial 

activities and is commonly used in businesses with significant sales or complex financial transactions. 

Revenue Recognition for Tax Purposes (Accrual Method): For taxpayers using the accrual method of 

accounting, revenue is generally recognized when all the following criteria are met: 

Earnings Process Complete: The taxpayer must have completed the services or delivered the goods for 

which the revenue is being recognized. This indicates that the earnings process is substantially complete. 

Fixed or Determinable Revenue: The amount of revenue must be fixed or determinable, and the 

taxpayer should have a reasonable expectation of collecting the amount due. 

Collectibility is Probable: The taxpayer must reasonably expect to collect the revenue. If collection is not 

probable, the revenue recognition may be delayed or written off as a bad debt. 

Measurement is Reliable: The amount of revenue can be measured reliably. This means the transaction 

amount can be reasonably estimated. 

Tax Implications: When revenue is recognized for tax purposes using the accrual method, it is typically 

included in the taxable income for the tax year in which the criteria for recognition are met, even if 

payment is not received in that tax year. 

Taxpayers need to ensure compliance with specific tax rules and regulations regarding revenue 

recognition. The tax code may have provisions that modify or specify when certain types of revenue 

should be recognized for tax purposes, taking into account different industries and circumstances. 

Taxpayers using the accrual method should carefully track their revenue, ensuring it meets the necessary 

criteria for recognition as per both generally accepted accounting principles (GAAP) and tax regulations. 

It's essential for taxpayers to consult with a tax professional or accountant to ensure proper compliance 

with tax laws and regulations related to revenue recognition when using the accrual method of 

accounting. 

Accrual Method of Accounting: 
The accrual method entails reporting income in the year it is earned and deducting or capitalizing 

expenses in the year they are incurred. The guiding principle is that economic events trigger the 

recognition of income and expenses, irrespective of the actual receipt or payment of cash. 

Revenue Recognition under the Accrual Method: 
• All-Events Test: Under IRC §451, an item of gross income is generally included in gross income 

for the taxable year in which the taxpayer receives an economic benefit, the amount of the gross 
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income is known with certainty, and all events have occurred which fix the right to receive such 
income. 

• Spring City Foundry Co. v. Commissioner (1934): This case dealt with the accrual of income. The 
Court established the "all-events test," stating that an item can be included in gross income 
when all events have occurred that determine the fact of the liability and the amount thereof 
can be determined with reasonable accuracy. The Supreme Court established the fact that for an 
accrual taxpayer the amount listed on the customer’s bill is the amount recognized for income 
taxes.  

• Advance Payments: Prior to the Tax Cuts and Jobs Act (TCJA), advance payments were 
recognized as revenue in the year of receipt, even if not earned in that year. Post-TCJA, certain 
advance payments can be deferred to the subsequent tax year if they're also deferred for 
financial accounting purposes, as outlined in IRC §451(c). 

• Special Rules for Long-Term Contracts: Under IRC §460, taxpayers reporting income from long-
term contracts must use the percentage-of-completion method, which recognizes revenue and 
profit as the contract progresses. 

 

• The all events test is generally found under Section 451 of the Internal Revenue Code (IRC) when 
discussing the recognition of income, and Section 461 when discussing the recognition of 
deductions. 

• Section IRC461: of the Internal Revenue Code (IRC) pertains to the timing of deductions under 
U.S. federal income tax law. It's essentially concerned with when a taxpayer can claim a 
deduction. For those who use the accrual method of accounting, determining the correct timing 
for deductions is crucial. 

 
The key provisions of IRC §461 include: 

• General Rule for Taxable Year of Deduction: Deductions are generally allowable for the taxable 
year in which all the events have occurred which establish the fact of the liability, provided the 
amount of the liability can be determined with reasonable accuracy (i.e., the all events test). 

• Recurring Items Exception: Some items are so consistent from year to year that it makes sense to 
allow them to be deducted when they are predictable, even if the all events test has not been 
fully met by the end of the taxable year. 

 

• Economic Performance: This is a crucial concept for the timing of deductions. Generally, under 
the accrual method of accounting, a liability (e.g., for services, property, or use of property) is 
taken into account for the taxable year in which all the events have occurred to establish the fact 
of the liability, the amount can be determined with reasonable accuracy, and economic 
performance has occurred with respect to the liability. 

 
The healthcare landscape, marked by complex relationships between patients, providers, and insurance 
entities, demands clear understanding and adherence to tax and accounting principles. While most 
engagements aren't usually characterized as barter, understanding the potential implications is essential.  
 

 

Notable Sections of the Tax Code Related to Revenue Recognition 
• IRC §61 - Gross Income: Covers all income from all sources; these include cancellation of debt 

and barter income. 
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• IRC §108 - Interest: Businesses can typically deduct interest paid or accrued on business-related 
debts. However, there are some limitations, especially with high levels of business interest. 

• IRC §162 – Business Expenses: Allows for the deduction of all "ordinary and necessary" expenses 
paid or incurred in carrying on a trade or business. This can pertain to the expenses of 
healthcare providers and insurance companies alike, and any deductions related to providing or 
receiving bartered services might be considered under this section, assuming they qualify. 

• IRC §162C1-3 – Non-deductible business expense: In the healthcare industry an expense paid 
for referring or steering patients to the provider are illegal, therefore the provider cannot deduct 
these expenses and must pay taxes on them.  

• IRC §163 - Taxes: Taxes paid or accrued in carrying on a trade or business or an income-
producing activity are generally deductible. 

• IRC §164 - Charitable Contributions: While businesses can deduct charitable contributions, the 
exact rules vary based on the form of the business (corporation vs. pass-through entities like 
partnerships or S corporations). 

• IRC §165 - Various sections, including for casualty and theft losses. Employee Benefits: Costs 
associated with providing employee benefits, like health insurance and retirement plan 
contributions, can often be deducted. 

• IRC §166 - Cancellation of Debt (COD) Income: Generally, when a debt owed is canceled or 
forgiven, the amount of the canceled debt is considered taxable income to the debtor. However, 
there are exceptions and exclusions under certain circumstances, like insolvency or if the debt is 
qualified principal residence indebtedness. 

• IRC §167 - Bad Debts: If a business operates on an accrual accounting method and has 
previously included a sum in income, they can take a deduction for debts that have become 
worthless, such as when a customer fails to pay an invoice. 

• IRC §170 - Losses: Business losses, such as those from the sale of business property or from 
natural disasters, can be deductible. 

• IRC §451 - General Rule for Taxable Year of Inclusion: This is the cornerstone provision 
governing when items of gross income are to be included in the taxable year. 

• IRC §451(b) - Modification of Accrual Method for Taxpayers with Applicable Financial 
Statements: Added by the TCJA, it states that for a taxpayer with an applicable financial 
statement, the "all events test" won't be treated as met any later than when the item is taken 
into account as revenue in that financial statement. 

• IRC §451(c) - Advance Payments: This section provides guidance on the treatment of any 
amount received in advance and required to be included in the gross income of the taxpayer for 
a subsequent taxable year. 

• IRC §460 - Special Rules for Long-Term Contracts: As previously mentioned, this section 
mandates the use of the percentage-of-completion method for long-term contracts. 

• IRC §482 - Allocation of Income and Deductions Among Taxpayers: This section addresses 
revenue recognition in the context of transactions between related entities, ensuring that the 
recognition aligns with the true economic substance of the transaction. 

• IRC §832 – Insurance Companies: Deals with the taxation of insurance companies and would be 
pertinent when discussing transactions related to insurance companies. 

• IRC §6045 – Barter income: Touches upon broker reporting requirements and the inclusion of 
barter in gross income. 
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Historical Background of Medicare and Medicaid Programs 
 
In 1965, the U.S. established the Medicare and Medicaid programs as part of the Social Security Act 
Amendments. These programs were designed to help provide health coverage for the elderly, the 
disabled, and certain low-income individuals. The programs were designed to pay only the costs 
allocated to the Beneficiaries of these programs. 
 
Here's a breakdown of the context and mechanisms involved: 

1. Medicare: This is a federal program that provides health coverage for individuals 65 and older, 
some younger individuals with specific disabilities, and those with End-Stage Renal Disease 
(ESRD) or amyotrophic lateral sclerosis (ALS). The program was signed into law on July 30, 1965, 
as part of the Social Security Amendments by President Lyndon B. Johnson. The legislative effort 
was driven by a growing recognition of the need for healthcare coverage for seniors and the 
disabled.  
 

Key Milestones: 

1965: Medicare was signed into law, creating two parts: Part A (Hospital Insurance) and Part B (Medical 

Insurance). 

1972: The program was expanded to include disabled individuals under 65 who had been receiving 

Social Security Disability Insurance (SSDI) benefits for 24 months. 

1982: Medicare and most of Medicaid payment systems were replaced with the Prospective Payment 

System (PPS), where the providers were paid a set fee for Diagnostic Related Groups (DRG). The hope 

was that the provider would lower their costs of providing services but still receive a fixed fee, thereby 

increasing their profits.  

2003: The Medicare Modernization Act was enacted, adding Part D, which provides coverage for 

prescription drugs. 

 
Medicare is divided into different parts: 

• Part A (Hospital Insurance): Covers inpatient hospital stays, skilled nursing facility care, 
hospice care, and some home health care. Most people do not pay a premium for Part A 
because they or their spouse paid Medicare taxes while working. 

• Part B (Medical Insurance): Covers certain doctors' services, outpatient care, medical 
supplies, and preventive services. A monthly premium is typically required. 

• Part C (Medicare Advantage Plans): A type of Medicare health plan offered by private 
companies that contract with Medicare. It includes both Part A and Part B benefits and 
often Part D (prescription drug) benefits. 

• Part D (Prescription Drug Coverage): Helps cover the cost of prescription drugs. 
Medicaid: The program was established alongside Medicare through the Social Security Amendments of 

1965. This is a state and federally funded program that provides health coverage for people with low 

income, including some adults, children, pregnant women, elderly adults, and people with disabilities. 

Each state administers its own Medicaid program with federal guidelines. The services covered and 

eligibility criteria can vary from state to state. 
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Key Milestones: 

1965: Medicaid was signed into law, with the objective of providing healthcare coverage for those with 

limited financial resources. 

1980s-1990s: Expansion of Medicaid to cover pregnant women, infants, and children in low-income 

families. 

2010: The Affordable Care Act (ACA) expanded Medicaid eligibility to cover more low-income adults by 

increasing the income threshold for eligibility. 

 

Regarding the "percentage of bills" and the allocation of costs: 

• Reimbursement: Initially, Medicare reimbursed healthcare providers based on 
"reasonable costs" or "usual and customary charges." This means that hospitals and 
other healthcare providers would bill Medicare for the cost of services provided to 
Medicare beneficiaries, and Medicare would reimburse them based on these bills. Over 
time, this system was found to be inefficient and led to escalating healthcare costs. 

• Prospective Payment System (PPS): To address the inefficiencies and control costs, 
Medicare transitioned in the 1980s to a Prospective Payment System (PPS) for hospital 
inpatient care. Under PPS, hospitals are paid a predetermined fixed amount for each 
patient stay based on the diagnosis, rather than the actual cost of services provided. This 
system is based on Diagnosis-Related Groups (DRGs). Other areas of Medicare, such as 
skilled nursing facilities and home health agencies, have different versions of PPS. 

• Medicaid Reimbursement: Medicaid reimbursement rates are typically set by states 
within federal guidelines, and they have traditionally been lower than both Medicare 
and private insurance rates. This has sometimes been a point of contention as providers 
argue that low Medicaid reimbursements can limit beneficiary access to care. 

 
Both Medicare and Medicaid have evolved over the years to adapt to changing demographics, 

healthcare needs, and policy objectives. They play crucial roles in ensuring access to healthcare for 

millions of Americans and have become integral components of the U.S. healthcare system. 

Over the years, both Medicare and Medicaid have undergone multiple adjustments and reforms to 
balance cost containment, quality of care, and access to services. 
 
Diagnosis-Related Groups (DRGs) play a central role in the way Medicare reimburses hospitals for 
inpatient stays. To ensure that the DRG system remains relevant and accurate, it undergoes periodic 
recalibrations. 
 
Recalculation of DRGs 

• Data Collection: The process of recalibrating DRGs begins with collecting data from 
Medicare claims and cost reports that hospitals submit. This data offers insights into the 
costs and resources associated with treating Medicare patients. 

• Case-Mix Index Adjustment: The Case-Mix Index (CMI) is a relative value assigned to each 
DRG. A DRG with a higher CMI requires more resources (and therefore has higher costs) than 
a DRG with a lower CMI. Each year, the Centers for Medicare & Medicaid Services (CMS) 
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updates the CMI to reflect changes in the types of patients hospitals treat and the resources 
required to treat them. 

• Cost Weight Updates: Each DRG has an associated weight that reflects the relative resources 
needed to treat patients in that group compared to the average Medicare patient. These 
weights are adjusted based on hospital costs and are updated annually. This adjustment 
helps ensure that Medicare reimbursements remain aligned with the actual cost of providing 
care. 

• Incorporation of New Medical Technologies and Procedures: As medical technology 
advances and new procedures are developed, the DRG system must be updated to account 
for these changes. Sometimes, entirely new DRGs are created to accommodate innovative 
treatments. In other instances, the definitions of existing DRGs might be modified. 

• Changes in Medical Practice: Over time, the standard of care or the common practices for 
treating certain conditions can change. These changes can impact the resources needed for 
treatment and thus may necessitate adjustments to DRG weights or definitions. 

• Public Comment and Review: CMS typically releases proposed changes to the DRG system 
(and other Medicare policies) in a Proposed Rule each year. Stakeholders, including 
hospitals, physicians, and the public, have the opportunity to review these proposals and 
submit comments. CMS then considers this feedback when finalizing the rule. 

• Rate Adjustments: Aside from DRG recalculations, Medicare updates the base payment 
rates annually.  

 
Rate Adjustments and Hospital Pricing: Each year, the base payment rates for Medicare are updated. 
While DRG weights capture the relative resources required to treat conditions, the base payment rate 
determines the actual dollar amount reimbursed for each DRG. Here's a closer look at how this is 
structured: 

• Inflationary Factors: Medicare adjusts the base payment rates to account for inflation. This 
ensures that the purchasing power of reimbursements remains relatively stable over time. 

• Budget Neutrality: As changes are made to the DRG system or as other adjustments are 
implemented, CMS often ensures that the total Medicare payments remain budget-neutral. 
This means that if one change increases Medicare payments, another change might 
decrease payments to offset the cost. 

• Private-Pay Patients and Charge Structure: Hospitals often have different charge structures for 
private-pay patients versus Medicare or Medicaid patients. Private insurance payments tend to 
be higher than Medicare reimbursements, and sometimes these higher charges can subsidize 
the care provided to Medicare beneficiaries. In essence, the more generous reimbursements 
from private insurers can offset the lower reimbursements from government programs. 
However, Medicare does not directly base its reimbursement rates on what private insurers 
charge but the charges play a very important part. To ensure the charges are accurate the 
Medicare/Medicaid programs require the providers to be on the accrual method of accounting. 
The Medicare system determines its rates based on costs, determined from charge to cost ratios. 
Geographical Adjustments and Market Influences: Payment adjustments might also be made 
based on the geographical location of the hospital. Areas with higher costs of living or wages 
might receive higher payments to account for these increased costs. The location of a hospital 
plays a significant role in determining the reimbursement amount it receives. Several factors are 
considered: 
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• Wage Index: Since labor costs vary across the country, Medicare adjusts payments based on the 
Wage Index, reflecting the relative hospital wage levels in the hospital's geographical area 
compared to the national average. 

• Cost-of-Living Adjustments: In some high-cost areas, Medicare provides additional payment 
adjustments to account for the higher cost of living. This ensures that hospitals in such regions 
can provide competitive salaries and maintain adequate staffing. 

• Private Market Dynamics: The payment rates that private insurers negotiate with hospitals can 
be influenced by market dynamics, such as the competition between hospitals in a particular 
region or the bargaining power of large insurance companies. While Medicare rates are not 
directly determined by private market dynamics, the broader healthcare market can influence 
hospital behavior, investment decisions, and service offerings. For instance, if private insurers 
substantially increase payments for a specific service, hospitals might be more inclined to invest 
in the infrastructure and staff to provide that service, even if Medicare rates for that service 
remain unchanged. 

 
In conclusion, the annual recalibration of DRGs is a complex process that involves assessing vast amounts 
of data, considering evolving medical practices and technologies, and accommodating economic and 
policy shifts. This continual recalibration is vital to ensuring that Medicare reimbursements remain fair, 
accurate, and in line with the actual costs of providing care. 
 
The Centers for Medicare & Medicaid Services (CMS) uses a combination of detailed datasets, 
established regulations, and guidelines to set and adjust Medicare reimbursement rates. These ensure 
that reimbursements reflect the relative cost and complexity of medical services.  
Below are the primary data sources and guidelines: 
 
Medicare Cost Reports 
 
Hospitals are required to submit cost reports to Medicare on an annual basis. These reports provide 
detailed financial data, including costs and charges for different services, capital expenses, and other 
hospital-specific data. CMS uses this data to analyze and compare the actual costs of providing care 
across various medical facilities. 
 
The hospital's annual cost report is a comprehensive report required by Medicare and, in some cases, 
state Medicaid programs. This report details the costs associated with the care provided to Medicare 
(and sometimes Medicaid) beneficiaries. The purpose of these cost reports is to determine the amount 
of reimbursement due to the hospital for services provided to these beneficiaries. 
 
The hospital cost report includes a variety of financial, statistical, and billing information. One of its 
components does relate to the charges billed by the hospital. Specifically, these are typically summarized 
in aggregate rather than patient-by-patient. That is, the report won't list every single charge for every 
single patient but will instead provide totals by department or type of service. 
 
To find specific requirements and instructions on what must be included in the cost report, one should 
refer to the Provider Reimbursement Manual (PRM) provided by the Centers for Medicare & Medicaid 
Services (CMS). The PRM, specifically Part 2, provides details and instructions for completing the cost 
report. 
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However, if you are looking for specific language or detailed instructions, the actual CMS forms and their 
accompanying instructions would be the place to check. For hospitals, the primary cost report form is 
CMS-2552. Instructions for this form will give details on how and where to report patient charges. 
It's important to note that while the aggregate charges are reported on the cost report, the primary 
focus of the report is on the hospital's costs, not its charges. The difference between costs and charges is 
crucial in the world of healthcare reimbursement. Charges are the amounts billed to patients and 
insurers, while costs represent the actual expenses incurred by the hospital in providing care. The cost 
report is used, in part, to reconcile these differences and determine appropriate reimbursement rates. 
 
MedPAR (Medicare Provider Analysis and Review) File: 
 
This dataset contains information on all beneficiaries using hospital inpatient services. 
Data includes the DRG assigned to each patient stay, length of stay, total charges, and the services 
provided. It offers a comprehensive view of hospital usage patterns. 
 
Healthcare Common Procedure Coding System (HCPCS) 
 
Healthcare Common Procedure Coding System (HCPCS): This coding system categorizes the wide variety 
of services that healthcare professionals provide, including physician services, outpatient services, and 
durable medical equipment. 
CMS uses HCPCS codes to define services and set reimbursement rates for many Medicare services 
outside of the inpatient hospital setting. 
 
Regulations and Statutes 

Medicare's policies are also shaped by laws passed by Congress and regulations promulgated by CMS. 
Notably, the Social Security Act provides the foundation for much of Medicare's authority, but numerous 
other laws have been passed over the years to refine and expand the program. 
 
In conclusion, determining Medicare reimbursement rates is a complex process that synthesizes vast 
amounts of data with policy objectives, stakeholder feedback, and legislative mandates. This system 
seeks to create a balance between ensuring that payments are fair and reflect the actual costs of care, 
while also keeping Medicare financially sustainable for future beneficiaries. 
 
Consumer Price Index for All Urban Consumers (CPI-U): 
 
CPI-U: This is a measure of inflation published by the Bureau of Labor Statistics. It plays a role in 
adjusting payment rates to account for inflationary pressures. 
 
Geographical Data: This includes information about regional wage differences, cost of living adjustments, 
and other geographical factors. CMS uses this data for area-specific adjustments to reimbursement rates. 
Feedback from Stakeholders: 
  



15 | P a g e  
 

Relation between Charges and DRG Reimbursement Rates 
 
Historical Context: In the earlier days of Medicare, reimbursements were based on "reasonable costs," 
which were essentially the costs reported by hospitals. Over time, the system shifted from cost-based 
reimbursement to the DRG-based prospective payment system (PPS) to control costs more effectively. 
 
The DRG System: Under the PPS, each DRG has a payment weight assigned to it, based on the average 
resources used to treat Medicare patients with that diagnosis. Instead of paying hospitals for the actual 
charges incurred during a patient's stay, Medicare pays hospitals a predetermined amount based on the 
DRG the stay is coded to. 
 
Role of Charges in Rate-Setting: While Medicare no longer reimburses hospitals based on their charges, 
hospitals' reported charges, along with cost-to-charge ratios, derived from hospital cost reports still play 
a role in the complex formula used to update and recalibrate DRG weights. Essentially, Medicare uses 
hospital charge data to infer about the relative costs of treating different conditions. 
 
Accuracy of Charges: Although Medicare doesn't reimburse based on these charges, accuracy is crucial. 
Inaccurate charge data can distort the DRG recalibration process and lead to misaligned reimbursement 
rates. Hospitals are expected to accurately report charges for all services and items provided to patients. 
 
Charge Master: Each hospital maintains a list of charges for every service and item they provide, known 
as a "charge master." While these charges often do not reflect the actual cost of care (and can vary 
widely from hospital to hospital), they are the starting point for billing purposes. The charge master and 
its accuracy can influence hospital revenue, especially from private payers who may not use 
predetermined payment systems like Medicare's DRG. 
 
Private Third Party Payers: Unlike Medicare, some private insurers may base their payments on a 
percentage of charges, discounts from Medicare charges, or other methodologies. Therefore, while the 
exact charges on a bill might not directly determine Medicare payments, they can still have significant 
financial implications for hospitals in the context of private insurance. 
 
In summary, while the specific charges listed on a beneficiary's bill are not used directly to determine 
Medicare's DRG reimbursement rates, the aggregated charge data from hospitals does play a role in the 
rate-setting process. Accuracy in reporting is crucial for ensuring that the DRG system reflects the relative 
costs of different types of care. 
 
There is a mandate for providers to adopt the accrual accounting method. 
 
Insurance companies that provide managed care plans should recommend the lowest charging provider 
to the insured member, but it should not recommend the provider that pays them a brokering fee or a 
kickback. 
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Relationship of Insurance company and Patient 
  
Contract between the Healthcare Provider and the Insurance Company:  

1. Provider Autonomy: Providers are free to enter into any lawful agreement of their choosing. 
2. Member Direction: The contract stipulates that the insurance company directs its insured 

members to choose in-network providers. 
3. Referral Restrictions: Federal and State laws prohibit paying fees to refer patients to specific 

providers, as these fees increase medical service costs and act as a restraint to trade. Both giving 
and receiving such kickbacks is illegal, non-deductible for tax purposes, and subjects both parties 
to tax obligations. 

4. Negotiated Fee Agreement: The contract sets a negotiated fee as the full payment for the 
insured member's debt. 

5. Debt Assumption: The insurance company assumes the full billed debt on behalf of the patient. 
6. Price Stipulations: The contract does not introduce a new price for services. 
7. Billing Restrictions: Insured members will not receive additional bills for the provided medical 

services and goods. However, they will be charged a lower co-payment for choosing in-network 
providers. 

8. Co-payment Conditions: The contract sets a higher co-payment for services from out-of-network 
providers to encourage the use of in-network providers. This tactic, however, can be seen as a 
restraint of trade. 

9. Independent Entities: Both the insurance company and the provider operate as separate entities 
without any agency relationship. 

10. Direct Liability: Insurance companies are not directly responsible for the medical goods or 
services. They don't order or consume medical services, and thus aren't directly liable for any 
medical malpractice or device issues. 

11. Coverage Liability: Insurance companies are obligated to cover costs as detailed in the patient's 
policy. If they unjustly reject a claim, they can be subject to legal action. 

12. Rate Negotiation: Insurance companies and providers agree on specific rates through 
negotiation. These rates are typically discounted compared to standard charges. 

13. Network Formation: Negotiated rates contribute to the formation of provider networks. Those 
agreeing to such rates join the insurance company's network, with insured members often 
benefiting from reduced out-of-pocket expenses when using in-network services. 

14. Cost Management: Through rate negotiation, insurance companies aim to regulate healthcare 
costs, which can allow them to offer more competitive premiums to members. 

Summary: Insurance companies play a crucial role in the healthcare payment process, but they are not 
directly accountable for the medical services or goods themselves. Their primary duties encompass 
managing benefits, assuring coverage according to policy conditions, and rate negotiation to oversee 
costs. The complex dynamic between insurers, providers, and patients requires trust, adherence to 
contracts, and sometimes, mechanisms to mediate disputes. 
 
Explanation of Benefits (EOB): 
 
The Explanation of Benefits, commonly referred to as EOB, is a document issued by the insurance 
company to its insured members. It provides a detailed breakdown of medical services rendered, 
indicating the financial responsibilities of all parties involved. Here's a comprehensive understanding: 
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Issuance Based on Provider Network Status: An EOB is provided irrespective of whether the healthcare 
provider is in-network or out-of-network. In-network providers have a pre-negotiated contract with the 
insurance company, usually agreeing to offer services at discounted rates, while out-of-network 
providers haven't entered into such agreements. 
 
Billed Amount: This is the total amount that the healthcare provider charges for the services rendered to 
the insured member. It's the fee the provider believes they are entitled to receive for their services. 
Within a specific geographic region, these charges tend to be relatively consistent since operational costs 
and service standards remain somewhat similar across providers. 
 
Negotiated Fee: On the EOB, there's also a mention of the negotiated fee, which is the agreed-upon rate 
that the provider will accept as full payment for services rendered. This fee is pre-determined in 
contracts between in-network providers and the insurance company. More often than not, the 
negotiated fee is lower than the originally billed amount, which benefits the insured member by 
reducing their potential financial burden. 
 
Co-payments, Deductibles, and Secondary Insurance Coverage: The EOB details various charges that the 
insured member is responsible for. These include: 
 
Co-payments: A fixed amount the insured pays for a covered health care service. 
Deductibles: The amount the insured owes for health care services before the insurance plan begins to 
pay. 
 
Secondary Insurance Coverage: If the insured member has another insurance policy, this would highlight 
any payments made by that policy. 
 
These amounts aren't direct medical bills but are out-of-pocket expenses the insured is obligated to 
cover as part of their insurance agreement. 
 
Differences in Billed Amount and Negotiated Fee: The EOB does not explicitly state the difference 
between the billed amount and the negotiated fee. While the insurer does not directly indicate the 
considerations given to bridge this gap on the EOB, these considerations are often defined in the 
provider-insurance contract. A significant part of this consideration is the insurance company's promise 
to direct (or "steer") its insured members to that particular provider, thereby ensuring a consistent flow 
of patients. Another form of consideration can be reducing co-payments billed to the insured member, 
making it financially more attractive for them to choose certain providers. 
 
In essence, the EOB is a crucial document that offers clarity to insured individuals about their medical 
service charges, the payments made by the insurance, and their own financial responsibilities. If there 
are ever uncertainties or confusions regarding the details on the EOB, insured members should reach out 
to their insurance company for clarity. 
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Emergence of financial discrepancies 
 

• The concept of "contractual adjustment"; it is the difference between billed amounts and what 
was actually paid. 

• Treatment in financial reports and income tax returns: Deduction from gross income. 
 
The hospital's annual cost report is a comprehensive report required by Medicare and, in some cases, 
state Medicaid programs. This report details the costs associated with the care provided to Medicare 
(and sometimes Medicaid) beneficiaries. The purpose of these cost reports is to determine the amount 
of reimbursement due to the hospital for services provided to these beneficiaries. 
 
The hospital cost report includes a variety of financial, statistical, and billing information. One of its 
components does relate to the charges billed by the hospital. Specifically, these are typically summarized 
in aggregate rather than patient-by-patient. That is, the report won't list every single charge for every 
single patient but will instead provide totals by department or type of service. 
 
To find specific requirements and instructions on what must be included in the cost report, one should 
refer to the Provider Reimbursement Manual (PRM) provided by the Centers for Medicare & Medicaid 
Services (CMS). The PRM, specifically Part 2, provides details and instructions for completing the cost 
report. 
However, if you are looking for specific language or detailed instructions, the actual CMS forms and their 
accompanying instructions would be the place to check. For hospitals, the primary cost report form is 
CMS-2552. Instructions for this form will give details on how and where to report patient charges. 
It's important to note that while the aggregate charges are reported on the cost report, the primary 
focus of the report is on the hospital's costs, not its charges. The difference between costs and charges is 
crucial in the world of healthcare reimbursement. Charges are the amounts billed to patients and 
insurers, while costs represent the actual expenses incurred by the hospital in providing care. The cost 
report is used, in part, to reconcile these differences and determine appropriate reimbursement rates. 
 
Potential tax discrepancies from the "contractual adjustment” 
 
Lack of reporting these adjustments as Cancelled Debt: Seen as allowable partial debt cancellations.  
 
Ordinary Business Transactions: Contracts between providers and insurance companies are generally 
considered ordinary business transactions. Allowable as long as these contracts are made at fair market 
value and without intent to induce referrals. 
 
The federal government's exemption from taxing itself. The amount billed and not paid would be 
considered as a cancellation of debt for the provider and forgiven debt income for the federal 
government. It is not reported to the IRS on a 1099C information tax form because the federal 
government does not tax itself.  
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Financial Accounting vs. Tax Accounting: A Comparative Analysis 
Financial accounting and tax accounting are two distinct branches of accounting that serve different 

purposes and follow different rules and principles. Here's a comparative analysis of financial accounting 

and tax accounting: 

1. Financial Accounting: 

Financial accounting aims to provide accurate and reliable financial information about a company's 

performance and financial position to external stakeholders like investors, creditors, regulators, and the 

general public. 

Regulatory Framework: Financial accounting follows established frameworks and standards such as 

Generally Accepted Accounting Principles (GAAP) in the United States or International Financial 

Reporting Standards (IFRS) globally. 

Accrual Basis: 

Basis of Accounting: Financial accounting primarily uses the accrual basis of accounting, where 

transactions are recorded when they are incurred or when revenue is earned, irrespective of when cash 

is received or paid. 

Financial Statements: 

Financial accounting produces standardized financial statements, including the balance sheet, income 

statement, and cash flow statement, summarizing the financial position and performance of the 

business. 

Reporting Frequency: 

Financial statements are typically prepared on a quarterly and annual basis and are publicly disclosed. 

2. Tax Accounting: 

Tax accounting focuses on calculating taxable income and determining the tax liability of an individual or 

organization, ensuring compliance with tax laws and regulations. 

Regulatory Framework: Tax accounting adheres to tax laws and regulations set by the tax authorities, 

which can vary by country or region. 

Accounting Basis: 

Basis of Accounting: Tax accounting may use different methods, including cash basis or accrual basis, 

depending on the tax rules applicable in a particular jurisdiction. 

Tax Compliance: 

Tax accounting involves preparing tax returns and making tax-related decisions to minimize tax liability 

legally. It requires understanding tax laws, deductions, credits, and exemptions. 

Reporting Frequency: 



20 | P a g e  
 

Tax accounting involves regular compliance activities, including quarterly estimated tax payments and 

annual tax return filings. 

Key Differences: 

Timing of Recognition: Financial accounting follows the accrual basis, recognizing revenue and expenses 

when incurred, while tax accounting can use either cash basis or accrual basis depending on tax 

regulations. 

Depreciation: The methods and rates used for depreciating assets can differ in financial and tax 

accounting, impacting reported income and tax liability. 

Valuation of Inventory: Different methods may be used for valuing inventory, such as First-In-First-Out 

(FIFO), Last-In-First-Out (LIFO), or specific identification, which can affect financial and tax reporting. 

Reporting Audience: Financial accounting is primarily for external stakeholders, while tax accounting is 

focused on compliance with tax laws and reporting to tax authorities. 

In summary, while both financial accounting and tax accounting deal with the recording and reporting of 

financial transactions, their objectives, basis of accounting, and reporting requirements differ based on 

their distinct purposes and regulatory frameworks. 

 
Introduction: 
Both financial accounting and tax accounting play essential roles in the financial reporting and 
compliance landscape. However, their primary objectives, principles, and end-products differ 
significantly. Understanding these differences is vital for businesses, accountants, investors, and 
regulators. 
 

1. The healthcare sector consists of both government and private segments, with no tax code 
exception for the private side. 

2. While all patients are billed equally for identical services, there are differences in actual 
payments. Under the accrual accounting method, private entities must pay full billed amounts, 
but for government transactions, only legislatively permitted amounts are collected. 

3. The requirement for standard charges for government services is rooted in several states using 
the cost allocation method. 

4. This letter primarily addresses the private sector's tax revenue recognition under the tax code, 
distinct from financial reporting. 

5. All providers are mandated by law to file income tax returns, and tax code adherence is 
essential. The tax code often diverges from financial reporting standards. 

6. Notably, the tax code doesn't recognize the "contractual adjustment" deduction, but debt 
cancellation is acknowledged. 

7. Financial Accounting Standards Boards don't recognize contractual adjustment accounting. 
8. For tax purposes, the billed amount is both recognized price and income revenue under the 

accrual method. 
9. There's a distinction between financial reporting and tax declarations. 
10. The Insurance company cannot change the price of the services billed to its insured member.  
11. The difference between the patient’s billed amount and the negotiated fee must be reported as 

a cancellation of debt.  
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12. Patient referrals for fees are illegal, and such illegal payments aren't tax-deductible. Both parties 
pay taxes on such illicit gains. 

13. Different co-payments for similar services could violate price discrimination laws. 
14. Insurance companies must recommend providers based on price, not referral fees. 
15. Historical context: Post-1965, Medicare/Medicaid aimed to cover only actual medical costs. 

Billing discrepancies arose due to varying methodologies. 
16. By 1982, standardized billing didn't reflect private insurance payments, leading to potential 

Medicare overcompensation and potential tax violations. 
 
Illegal consideration (IRC162C1, C2, C3)  
 
Laws that forbid brokering fees or kickbacks for steering patients to providers are primarily aimed at 
preventing fraud, protecting patients, and ensuring the integrity of the medical decision-making process. 
The two primary U.S. federal laws related to this issue are: 
 
The Anti-Kickback Statute (AKS): Codified at: 42 U.S.C. § 1320a-7b(b). 
Purpose: The AKS makes it a criminal offense to knowingly and willfully offer, pay, solicit, or receive any 
remuneration to induce or reward referrals of items or services reimbursable by Federal health care 
programs. 
Penalties: Violations of the AKS can result in high fines, jail terms, and exclusion from the Federal health 
care programs. 
 
The Stark Law (Physician Self-Referral Law): Codified at: 42 U.S.C. § 1395nn. 
Purpose: The Stark Law prohibits physicians from referring patients to receive "designated health 
services" payable by Medicare or Medicaid from entities with which the physician or an immediate 
family member has a financial relationship unless an exception applies. The law is civil and not criminal. 
Penalties: Violations can result in significant monetary penalties and exclusion from participation in 
Federal health care programs. 
 
Additionally, various state laws may further restrict or define kickbacks, referral fees, and self-referrals. 
These laws vary by state, and some are more stringent than federal laws. 
 
Apart from these, the False Claims Act (31 U.S.C. §§ 3729–3733) can also come into play in cases 
involving kickbacks, as the submission of claims to a federal healthcare program that were the result of a 
kickback could be considered false claims. 
 
Primary Objective 
 
Financial Accounting: Aimed at providing external stakeholders, such as investors, creditors, and analysts, 
with a clear picture of a company's overall financial health. Emphasizes transparency, comparability, and 
consistency so that stakeholders can make informed decisions.  
 
Tax Accounting: Primarily focused on compliance with tax laws and regulations set by local, state, and 
federal authorities. Emphasizes legal adherence and the calculation of taxable income to determine tax 
liabilities. 
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Governing Standards: 
 
Financial Accounting: Governed by the Generally Accepted Accounting Principles (GAAP) in the U.S., and 
the International Financial Reporting Standards (IFRS) in many other countries. Principles are set by 
standard-setting bodies, like the Financial Accounting Standards Board (FASB) in the U.S. 
 
Tax Accounting: Governed by the tax laws of the respective jurisdiction, such as the Internal Revenue 
Code (IRC) in the U.S. Rules and regulations are typically set by governmental tax authorities, such as the 
Internal Revenue Service (IRS) in the U.S. 
 
Reporting Periods:  
 
Financial Accounting: Uses consistent reporting periods (e.g., quarterly, annually) to allow comparability 
across periods. 
 
Tax Accounting: Usually operates on an annual cycle, coinciding with the fiscal or calendar year, as 
defined by the respective tax authority. 
 
Methodologies & Principles: 
 
Financial Accounting: Relies on principles like the revenue recognition principle, matching principle, and 
accrual basis of accounting. 
 
Tax Accounting: Utilizes specific methods prescribed by tax laws, which may differ from GAAP or IFRS. 
Focuses on concepts like tax deductions, credits, capital allowances, and specific income 
inclusion/exclusion rules. 
 
Purpose of Adjustments: 
 
Financial Accounting: Adjustments aim to present a fair and true view of the company's financial 
position, performance, and changes in financial position. 
 
Tax Accounting: Adjustments are usually made to comply with tax codes and maximize allowable 
deductions or credits, ensuring accurate calculation of tax liabilities. 
 
Users: 
Financial Accounting: External stakeholders like investors, creditors, analysts, and other interested 
parties.  
 
Tax Accounting: Primarily governmental tax authorities, but also internal business decision-makers 
analyzing tax strategies. 
 
While both financial accounting and tax accounting revolve around the representation of financial 
transactions, their motivations, governing standards, and methodologies set them apart. Financial 
accounting aims to present a comprehensive picture of an entity's financial position, whereas tax 
accounting is centered around compliance with tax regulations. Recognizing these differences can help in 
understanding the nuances of financial reports and tax returns, and the motivations behind certain 
business decisions. 
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The Financial Accounting Standards Board: FASB establishes financial accounting and reporting standards 
for public and private companies and not-for-profit organizations in the U.S. The FASB's guidance on 
revenue recognition, especially as encapsulated in the Accounting Standards Codification (ASC) Topic 
606, "Revenue from Contracts with Customers," has implications for healthcare providers. Under ASC 
606, healthcare entities recognize revenue when they transfer services to patients (or third-party payers) 
in an amount that reflects the consideration the entity expects to receive.  SAC 606 recognized the 
revenues billed to customers as the recognized revenue. The customer is defined as the party that 
receives the services or goods.   
 
For Tax Purposes Cancelled Debt 
 
Taxable Income: Cancelled Debt - The general rule is that when a taxpayer's debt is canceled or forgiven, 
the forgiven amount is considered taxable income. This is because the taxpayer receives a benefit by 
borrowing funds or incurring debt for goods and services and then not having to repay or pay for them. 
Form 1099-C: Lenders or creditors are usually required to report canceled debt amounts to the IRS and 
the debtor using Form 1099-C, Cancellation of Debt. 
 
Exceptions and Exclusions: There are exceptions and exclusions where the Cancellation of Debt (COD) 
income might not be taxable. Some common ones include: 
 

• Bankruptcy: Debts discharged through bankruptcy are not considered taxable income. 
 

• Insolvency: If a taxpayer is insolvent (their liabilities exceed their assets) immediately before the 
cancellation, then the canceled debt might not be taxable to the extent of their insolvency. 

 

• Qualified Farm Debt: Debt forgiven on account of the taxpayer operating a farm, under certain 
conditions, can be excluded from income. 

 

• Qualified Real Property Business Indebtedness: If a taxpayer is not a C corporation, they might 
be able to exclude canceled debt income related to their business real estate. 

 

• Qualified Principal Residence Indebtedness: Previously, debt reduced or forgiven that was used 
to buy, build, or improve a principal residence could be excluded from income. Note: This 
provision has had varied applicability over the years and is subject to change, so it's important to 
check current tax law or consult with a tax professional. 

 

• Reduction of Tax Attributes: In situations where COD income is excluded from taxable income 
due to one of the exceptions or exclusions, there might be other tax consequences, like the 
reduction of certain tax attributes (e.g., net operating losses, basis in assets). 

 
Tax Revenue Recognition under the Accrual Method 
All-Events Test: Under IRC §451, an item of gross income is generally included in gross income for the 
taxable year in which the taxpayer receives an economic benefit, the amount of the gross income is 
known with certainty, and all events have occurred which fix the right to receive such income. 
 



24 | P a g e  
 

Advance Payments: Prior to the Tax Cuts and Jobs Act (TCJA), advance payments were recognized as 
revenue in the year of receipt, even if not earned in that year. Post-TCJA, certain advance payments can 
be deferred to the subsequent tax year if they're also deferred for financial accounting purposes, as 
outlined in IRC §451(c). 
 
Special Rules for Long-Term Contracts: Under IRC §460, taxpayers reporting income from long-term 
contracts must use the percentage-of-completion method, which recognizes revenue and profit as the 
contract progresses. 
 
Conclusion: 
Proper revenue recognition is integral for taxpayers using the accrual method of accounting. The specific 
circumstances of transactions, the nature of the taxpayer's business, and other considerations can 
influence the exact timing and manner of revenue recognition.  
 
Benefits of cancelled debt given to Insurance Company: The perks, like a surge in patient numbers due to 
the insurance company guiding patients to the provider, might not have an immediate monetary value.  
However, increased patient flow is expected to drive overall revenues. 

 
Insurance Company’s Accounting 
 
Expense Recognition: The insurance firm logs the partial payment as a healthcare expense but writes off 
the amount not paid as a contractual adjustment. Another advantage is it blocks competitors from 
entering its business areas because they must pay higher medical expenses.  
 
Insurance companies gain a competitive advantage by directing insured members to in-network 
providers, which not only lowers healthcare costs but can also lead to more favorable rates with 
providers. While these benefits might not always be reflected directly in financial statements, they can 
yield significant financial advantages for the company. 

 
Tax Implications 
Provider's Perspective: The actual revenues are used for income tax calculations. Additional benefits 
from insurance companies rarely have direct tax consequences unless the actions are done for an illegal 
purpose. A payment of a cash equivalent to the insurance company for steering patients is illegal and 
taxes must be paid on the amount paid by the provider, but it must be recognized and reported. 
 
Insurance Company's Perspective: The insurance company's partial payments to providers increase their 
taxable income due to the fact the amount not paid is forgiven debt income and the insurance company 
must pay taxes on it, but it must be recognized and reported.  

 
Barter Transactions in Healthcare 
While most interactions between healthcare providers and insurance companies are straightforward, 
some might argue the "steering" of patients is akin to a barter transaction.  
 
Steering as Barter: If directing patients to a provider has a distinct market value, and this act is swapped 
for a certain service or discount from the provider, it could be seen as a barter transaction. The service of 
steering patients has value and this value must be reported as income.  
Valuation Difficulties: Ascribing a market value to patient direction is challenging, contingent on the 
market, patient numbers, treatment types, etc. 
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Accounting Implications: If viewed as barter, both parties should recognize the fair market value of 
services exchanged as both revenue and an expense. The IRS requires businesses in barter to report the 
income, generally on Form 1099-B or similar. 
 
Billing in the Healthcare Industry 
 
In the healthcare industry there are two business segments, the government business, and the private 
business; there is no exception in the tax code for the private business side of the healthcare industry. 
 
In the healthcare industry all patients are charged the same amount for the same services but there is a 
difference in the actual amount paid or collected. Under the accrual method of accounting the private 
side is obligated to pay the full amount billed while on the government side the provider can only collect 
what the federal or state legislators allow. 
 
The government requires the same standard charges to be put on the beneficiaries bills but does not pay 
these amounts, therefore the providers have been allowed to write off the difference not collected from 
the government beneficiary’s to determine the realized income; the requirement of listing the same 
charges for the same services for government services is do to the fact several states still use the cost 
allocation method of paying for beneficiaries services or for the covering of services given to destitute 
individuals or charity cases. The full charges listed are used in the annual cost reports and are used for 
determining reimbursement rates for the Medicare and Medicaid programs.  
 
Summary and Conclusion 
 
This letter deals with the tax revenue recognition principles of the private sector of the healthcare 
industry under the tax code. The tax code is distinct from financial reporting documents. 
 
The law requires all providers to file income tax returns. 
 
The revenue recognition principles and allowable deductions for income tax purposes must follow the 
tax code; in many instances are different than the requirements of financial reports. 
There is a difference between the information contained in financial reports and income tax returns. 
 
The contractual adjustment accounting is not recognized by the Financial Accounting Standards Board as 
a Standard Accounting Coding, or by the American Institute of Certified Public Accountants, therefore it 
is not recognized in the Generally Accepted Accounting Principles. 
 
Under the revenue recognition principles for a taxpayer, for the accrual method of accounting, the 
amount listed on the bill is the recognized price and the recognized income revenue; this is the amount 
that is added to the recognized gross income; the gross income must be listed on the income tax returns 
and then the allowable deductions taken off to determine the realized income. 
 
The cancelled debt revenue has its own income tax information form, 1099C Cancelled debt, there is no 
reconciliation form for contractual adjustments. 
 
Contract between Healthcare Provider and Patient 
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Patients Bill 
 
The Patient’s bill lists the Standard Charges. The patients bill lists no discounts. The amount listed on the 
patient’s bill reflects the legal obligation and the debt owed by the patient.  
 
Parties Involved: 

• The main entities involved are the healthcare provider and the patient. 
Purpose: 

• This contract sets forth an understanding that the provider will offer medical services to the 
patient. In return, the patient commits to covering the associated costs. 

Financial Transactions: 
• Patients might bear out-of-pocket expenses such as co-pays, deductibles, or fees for non-insured 

services. Patients without insurance typically need to cover the full bill. 
Equal Treatment: 

• All private patients, regardless of their payment method, receive identical treatment. Federal 
and state laws against price discrimination safeguard every private-paying customer. In this 
context, a 'customer' is the recipient of the services or goods. 

Payment Clauses: 
• The provider-patient contract mandates that the billed amount be fully settled by the patient. 

Distinction between Contracts: 
• The contract between the provider and the patient is separate from the contract between the 

provider and the insurance company. These are two unique agreements with differing 
stipulations and tax implications. 

 
PAROLE EVIDENCE RULE - Uniform Commercial Code (U.C.C.): 

• Section 2-202 highlights that a written agreement, intended as the final expression of the 
parties' terms, cannot be contradicted by any previous or simultaneous oral agreement. 
However, it can be clarified or added to by: 

• (a) Course of dealing, trade usage, or course of performance. 
• (b) Evidence of additional consistent terms, unless the document was also meant as an 

exhaustive list of terms. 
• An external agreement on payment cannot alter the explicit terms in the written document. 
• According to this rule, if parties capture their contract in writing and deem it their final 

agreement, this writing's terms cannot be altered or disputed with any previous written or oral 
agreement unless there's fraud, duress, or mutual mistake. 

 
Contract Hierarchy: The contract between the patient and the provider takes precedence over the 
contract between the hospital and the insurance company. It's widely recognized that prior or 
simultaneous evidence cannot challenge a contract's terms, such as the bill amount, if it's clear within 
the document. This principle is supported by various statutes and cases, including Florida's Uniform 
Commercial Code Section 673.1171, Brown v. Spoofed, and B.F. Goodrich V. Brooks. 
 
The charging of different co-payments by the insurance company where the charges are similar for in-
network and out-of-network providers, especially when they both charge the same fees, would be a 
violation of price discrimination; this practice is a restraint of trade in that it encourages the insured 
member to choose the provider in-network and boycott the provider out of network; the co-payment 
should be based on the price of the services. 
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However, by 1982, healthcare providers started negotiating new amounts with private insurers, meaning 
standardized charges on bills didn't mirror actual payments from private-insured patients. Over time, the 
disparity between billed amounts and payments grew, leading Medicare to overpay. To address this 
billing anomaly, providers leveraged the "contractual adjustment" concept from government billings. For 
tax, they declared only actual insurer receipts, bypassing reporting uncollected amounts as partial debt 
cancellations to the IRS. This evasion of the tax code implies that the providers and insurance entities 
might be in violation of tax regulations. 
 
Income Tax Form 990, which is used by tax-exempt organizations in the U.S. to provide the IRS with 
annual financial information, requires disclosure of various financial data, including gross amounts for 
different categories of receipts and expenses. 
For instance: 

1. Part VIII - Statement of Revenue: This section asks organizations to provide both the gross 
amounts and net amounts for various sources of revenue. This includes, but is not limited to, 
contributions, program service revenue, and other types of revenue. 

2. Part IX - Statement of Functional Expenses: While it does not specifically ask for "gross" 
expenses, organizations are required to break down their expenses by both nature (like salaries, 
rent, etc.) and function (program services, management and general, fundraising). 

3. Part X - Balance Sheet: This section doesn't use the term "gross," but it does ask for total assets 
and total liabilities at the beginning and end of the year. 

It's always a good idea for organizations to closely follow the instructions that come with Form 990 to 
ensure accurate and complete reporting. If you're involved in preparing or reviewing a Form 990 for an 
organization, it might also be beneficial to consult with a tax professional familiar with nonprofit tax 
issues. 
 
According to the Financial Accounting Standards Board, ASC 606, "Revenue from Contracts with 
Customers," the term "customer" is referred to as a party that has contracted with an entity to obtain 
goods or services that are an output of the entity's ordinary activities in exchange for consideration. The 
standard emphasizes that the customer is the party receiving the goods or services. 
 
In the context of a hospital 
 
The Patient: 

• In accordance with ASC 606, the patient is considered the hospital's primary customer because 
they are the direct recipient of the medical services and care. 

• The patient’s bill has satisfied all the requirements of the all-events test.  

• The primary source of income for a provider is patients’ revenue. 

• All patients are billed the same for the same services, no matter the method they use to pay. 

• All medical decisions, treatments, and services are centered around the patient. 

• The hospital's core mission and activities revolve around providing care to the patient. 
 
The Insurance Company: 

• While the insurance company provides financial compensation to the hospital for the services 
rendered to the patient, they are not the direct recipient of the medical services. 

• Instead, the insurance company acts as the intermediary responsible for the financial aspect of 
the healthcare transaction.  
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• They facilitate the payment for the patient, based on the contractual agreement between the 
insurer, the patient, and sometimes the hospital. 

• Given the guidance of ASC 606, when we're specifically discussing the delivery of goods and 
services, the patient is clearly the hospital's customer, as they are the ones receiving the medical 
services. The insurance company, though crucial for the financial operations of the hospital, does 
not receive these services. 

• The relationship between an insurance company and the insured (policyholder) is contractual, 
and the two are typically considered independent of each other. Neither acts as an "agent" for 
the other in the traditional sense of the term. Here's a breakdown: 

• Insurance Company: The insurance company is the entity that provides insurance coverage to 
the insured in exchange for premiums. The insurance company is responsible for paying covered 
claims to or on behalf of the insured according to the terms and conditions of the insurance 
policy. 

• Insured/Policyholder: This is the individual or entity that purchases the insurance policy and pays 
premiums to the insurance company. In return, they receive the promise of financial protection 
or compensation from the insurance company in the event of a covered loss. 

• Agency Relationship: An agency relationship typically refers to a situation where one party (the 
agent) acts on behalf of another party (the principal) with the principal's authorization. In the 
context of insurance, an "insurance agent" might represent the insurance company to sell 
policies to potential customers. This agent acts on behalf of the insurance company (the 
principal). However, the insured is not an agent of the insurance company, and vice versa. 

• That said, both parties have certain duties and obligations towards each other based on their 
contract (the insurance policy). The insurance company must fulfill its promise to pay valid 
claims, and the insured must pay premiums and uphold any conditions stipulated in the policy 
(e.g., reporting claims promptly). 

 
Let's clarify some points: 

1. Accrual Methodology for Tax: The accrual method of accounting recognizes income and 
expenses when they are earned or incurred, rather than when they are received or paid. This 
method is contrasted with the cash method, which recognizes income and expenses only when 
money changes hands. 

2. Tax Code Exemptions: Being in the healthcare industry and using the accrual method doesn't 
inherently exempt a taxpayer from the tax code. Tax obligations are typically determined by 
factors such as entity type (e.g., for-profit vs. nonprofit), the nature of the income, deductions, 
credits, and specific provisions in the relevant tax code. 

3. Healthcare Industry & Tax Exemption: Some entities in the healthcare industry, such as certain 
non-profit hospitals or charitable healthcare organizations, may qualify for tax-exempt status. 
However, their tax-exempt status isn't based on their use of the accrual accounting method; 
rather, it's based on criteria set forth by the IRS (or relevant tax authority) for tax-exempt 
entities. In the U.S., for example, a non-profit hospital would need to meet requirements set 
forth under Section 501(c)(3) of the Internal Revenue Code to qualify as tax-exempt. 

4. Accrual Accounting & Healthcare: While many large healthcare organizations may use the 
accrual method of accounting because it provides a clearer picture of their financial health over 
longer periods, this accounting choice is separate from their tax status. 
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In the United States, the Internal Revenue Code (IRC) contains several provisions related to healthcare. 
Some of these are: 

1. Tax-Exempt Status for Non-Profit Healthcare Entities: Organizations such as non-profit 
hospitals, clinics, and certain other healthcare entities may qualify for tax-exempt status under 
Section 501(c)(3) of the IRC if they meet specific requirements, including providing charitable 
care or community benefits. 

2. Medical Expense Deductions: Individuals can deduct unreimbursed medical expenses that 
exceed a certain percentage of their adjusted gross income (AGI). This includes payments for 
diagnoses, treatments, preventive care, and other related medical services. 

3. Health Savings Accounts (HSAs) and Flexible Spending Accounts (FSAs): These tax-advantaged 
accounts allow individuals to set aside money, pre-tax, for medical expenses. There are specific 
rules and contribution limits set by the IRS. 

4. Affordable Care Act (ACA) Provisions: The ACA introduced several tax-related provisions, 
including the Premium Tax Credit, which helps eligible individuals and families cover the cost of 
premiums for health insurance purchased through the Health Insurance Marketplace. 

5. Exclusion of Employer-Provided Health Insurance: The value of health insurance coverage 
provided by employers to their employees is generally excluded from an employee's income for 
income tax purposes. 

6. Tax Penalty for Not Having Health Coverage: Though initially a part of the ACA, the tax penalty 
for not having minimum essential health coverage (often referred to as the "individual 
mandate") was effectively reduced to $0 starting in 2019 at the federal level. However, some 
states have implemented their own penalties. 

7. Deduction for Health Insurance Premiums by Self-Employed: Self-employed individuals can 
often deduct the cost of health insurance premiums for themselves and their families, subject to 
certain conditions. 

8. Research & Development Tax Credits: Companies involved in developing new medical 
technologies, pharmaceuticals, or procedures might qualify for R&D tax credits. 

9. Tax Treatment of Medical Malpractice Insurance: Premiums paid for medical malpractice 
insurance are generally deductible as a business expense for healthcare providers. 

10. Charitable Deductions: Hospitals and other healthcare institutions that have tax-exempt status 
often benefit from charitable contributions. Donors can usually deduct these contributions on 
their tax returns within the limits set by the tax code. 

 
 
When dealing with civil cases related to the non-payment of medical bills by patients (or their insurers), 
the bills themselves play a central role as evidence. The non-payment of provider bills can arise for 
various reasons, such as disputes over the service quality, insurance coverage issues, or financial 
constraints of the patient. Here's how medical bills are used as evidence in such cases: 

1. Proof of Debt: The medical bill serves as a documented record that a service was provided and a 
corresponding debt exists. It details the specific treatments or services rendered, the date of 
service, and the amount due. 

2. Terms of Agreement: The bill, along with any associated paperwork or agreements signed by the 
patient (like intake forms or financial agreements), can be used to demonstrate the terms under 
which medical services were provided and the agreed-upon costs. 

3. Proof of Non-payment: Along with the original bill, providers might produce accounting records, 
payment reminders, or collection notices to show that despite repeated efforts, the bill remains 
unpaid. 
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4. Attempts to Resolve: Any correspondence, whether written or electronic, between the medical 
provider and the patient (or their insurance) can demonstrate efforts made by the provider to 
seek payment or negotiate a solution, and any lack of responsiveness or refusal to pay by the 
patient. 

5. Interest and Late Fees: Some medical bills might accrue interest or late fees if not paid within a 
certain timeframe. The original agreement or the billing terms would detail this, and any 
subsequent bills would reflect these additional charges. 

6. Insurance-related Evidence: If insurance is involved, there might be Explanation of Benefits 
(EOB) statements or correspondence between the medical provider and the insurance company, 
indicating what portions of the bill were covered, what were denied, and why. 

In these cases, the primary legal issue typically revolves around the contractual relationship between the 
patient and the medical provider, with the bill serving as a central piece of evidence of that contract and 
the outstanding debt. It's worth noting, though, that the patient (or their insurer) might raise various 
defenses, such as disputing the necessity or quality of the medical services provided, claiming the bill is 
excessive compared to standard rates, or highlighting any procedural errors in the billing or collections 
process. As such, while the medical bill itself is a foundational piece of evidence, the context in which it 
is presented, and the surrounding circumstances can be complex and might involve additional 
documentation or testimony. 
 
The UB-04 and CMS-1500 forms are integral to the billing process within the U.S. healthcare system, 
serving as standardized documents that convey essential information about medical services provided to 
patients. One crucial aspect of these forms is the reflection of standard charges for medical services and 
goods, which have implications for both providers and insured patients. 

1. Standard Charges on Claim Forms: Both the UB-04 and CMS-1500 forms detail specific medical 
services and goods provided to patients. The charges listed on these forms typically reflect the 
standard or "list" prices set by the healthcare provider for these services and goods. These 
charges are usually pre-established and are consistent for all patients before any contractual 
adjustments, discounts, or insurance considerations are applied. 

2. Purpose of Listing Standard Charges: By listing standard charges, healthcare providers maintain 
a level of transparency and consistency in their billing. It provides a clear starting point for 
billing, before taking into account negotiated rates with insurance companies, patient-specific 
discounts, or other financial considerations. It's a way for providers to communicate the "gross" 
or "full" charge of a service before any modifications. 

3. Difference Between Standard Charges and Final Payments: It's essential to understand that 
while these claim forms display standard charges, the actual amounts paid by insurance 
companies or patients often differ. Insurers usually have negotiated rates with healthcare 
providers that are often lower than these standard charges. Therefore, the amount the insurer 
reimburses the provider might be significantly less than the standard charge listed on the claim 
form. 

4. Not a Direct Reflection of Gross Income: Even though the UB-04 and CMS-1500 forms list 
standard charges, healthcare providers typically do not consider these amounts as direct 
revenue or gross income. This is because there is usually a discrepancy between the standard 
charges and the amounts collected. Only after adjustments, such as insurance payments, 
contractual allowances, patient payments, and potential write-offs, is the net revenue or actual 
income determined. 

5. Implications for Patients: For insured patients, seeing the standard charges on these forms can 
sometimes be misleading or alarming, as the amounts can seem high. However, the actual 
responsibility of the patient may be significantly less, given insurance coverage, out-of-pocket 
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maximums, and co-payments. It's the subsequent documents – like Explanation of Benefits 
(EOB) or patient bills – that detail the actual amounts due from the patient. 

6. Transparency Initiatives: In recent times, there has been a push towards greater transparency in 
healthcare pricing. Some regulations and initiatives require healthcare providers to make their 
standard charges publicly available. While the aim is to provide consumers with more 
information, it's crucial to remember that these standard charges are often not the amounts 
most patients or insurers end up paying. 

7.  In sum, while the UB-04 and CMS-1500 forms present standard charges for medical services and 
goods, they serve as a starting point in the complex healthcare billing process. Both providers 
and patients must navigate the intricate web of negotiated rates, insurance payments, and other 
adjustments to determine actual revenue and patient responsibility. These forms, thus, should 
be understood within the broader context of healthcare billing and finance. 

8.  In the healthcare industry, the billing and payment process can be complex, especially when 
third-party payers are involved. Your description accurately reflects a common practice: 
providers list the standard or gross charges for services rendered on their detailed bills (often 
reflected in the UB-04 or CMS-1500 forms) and then, upon receiving payment from the 
insurance company, adjust for the difference between the billed amount and the received 
payment. This difference is often called a "contractual adjustment" because it represents the 
contracted difference between the provider's standard charges and the insurer's agreed-upon 
reimbursement rates. 

 
Here's a breakdown of the accounting process: 

1. Initial Recording of Gross Charges: Upon rendering services, providers bill the gross charges to 
the appropriate revenue account, reflecting the total standard charges for services provided. 

2. Receiving Insurance Payments: Once the provider receives payment from the third-party payer, 
they record the cash received and recognize the difference between the billed amount and the 
received amount. 

3. Contractual Adjustments: The difference, termed as the "contractual adjustment," is recorded 
as a reduction to the revenue account. Essentially, this is the amount "written off" because the 
provider agrees to accept a lesser amount from insurers as full payment, per their contractual 
agreement. This process is invalid since the Tax Code does not recognize contractual adjustments 
as an allowable deduction. The contractual account was designed to be an information item on 
financial reports to identify the difference between the billed amounts and the actual amounts 
paid for government programs.  

4. Final Revenue Recognition: After this adjustment, the net amount left in the revenue account 
reflects the actual revenue earned by the provider for the services rendered. 
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Conclusion 
The use of the contractual adjustment account as a deduction from gross revenues for income tax 

purposes is illegal.  

The contractual adjustment is an information item that was created to be placed on the financial reports 

of entities in the Healthcare Industry to identify cancelled debts given to government programs.  

The contractual adjustment account is not recognized as a legitimate deduction by the Financial 

Accounting Standards Board, or by the American Institute of Certified Public Accountants, or by the 

United States Tax Code, therefore you cannot find a record of it in the Generally Accepted Accounting 

Code.  

The Supreme Court stated that for an accrual taxpayer the revenue posted on the customers bill is 

recognized as income if it passes the all-events test.  

The standard charges listed on the patients’ bills are utilized by several important reports, such as 

income tax returns, annual cost reports, reimbursement rates for Medicare/Medicaid Programs and the 

allocation of funds for geographic areas, Consumer Price Indexes and is used as evidence in civil trials; 

these charges must reflect the actual amount obligated to be paid and collected. 

Many laws make the use of contractual adjustments invalid, such as Price Discrimination Laws, Tax Laws, 

and the UCC Parole Evidence Rule.  

The amount not paid by the insurance company is a cancelled or forgiven debt revenue. 

The cancelled debt is an illegal payment, a kickback, paid by the provider to the insurance company to 

steer the insured members to the provider, it is a restraint of trade. 

Any taxpayer that enters into a contractual adjustment agreement with another, both parties should be 

audited by the IRS for tax evasion.  

The IRS auditors must examine the contracts between the providers and the patient and the insurance 

company.  

Any contract between the provider and insurance company for lower charges is cause for an audit of 

both parties.  

A private contract cannot override our laws or the Tax Code.  
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