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SECTION 15
RETURN ON EQUITY CAPITAL
OBJECTIVE:
1.
To ascertain if a reasonable return on equity capital invested and used for patient care has been accurately computed for proprietary providers.

2.
To ensure the providers' equity capital reflects only those assets and liabilities that are necessary and proper for the operation of patient care activities.

OTHER REFERENCES:
HCFA-Pub. 15-1, §§2100, 2152

HCFA-Pub. 15-2, §300

Cost Report Forms:
HCFA 1728, Supplemental Worksheet F-3, Parts, I, II, AND III
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AUDITOR'S
PROCEDURE
INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
An allowance of a reasonable return on equity capital invested and used in the provision of patient care is includable as an element of the reasonable cost of covered services furnished to beneficiaries by proprietary providers.  The amount allowable is determined by applying to the provider's equity capital a percentage equal to one and one-half times the average of the rates of interest on special issues of public debt obligations issued to the Federal Hospital Insurance Trust Fund for each of the months during the provider's reporting period.

NOTE:  COBRA provisions (P.L. 99-272), passed in April 1986, have reduced the rate for other services from one and one half times down to one times the average and made the change retroactive to include cost reporting periods beginning on or after October 1, 1985.

15.01
Review Balance Sheet for Computation of Equity Capital to ensure the validity of the balance sheet data used to determine equity capital.

A.
Perform an analysis of the balance sheet data to note and document significant differences between cost-reporting periods.

1.
Compare the current period balance sheet with the prior period for consistency of the items presented and to identify any significant variances that should be explained by the provider such as:

a.
Assets or liabilities reported in one period, but not in another.

b.
Differences resulting from the comparison.  (10 percent or more and the amount of difference is $25,000 or greater.)
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B.
Trace the provider's Balance Sheet For Computation of Equity Capital to the balance sheet used for tax purposes.  (Form 1120, 1120S, for Corporations; Form 1065 for Partnerships; Form 990 for Non-Profit Corporation.)

15.02
Review the Balance Sheet to determine which assets and liabilities are related to patient care facility operations and services and identify unallowable assets and liabilities.

A.
Ascertain if assets and related liabilities associated with patient care activities are properly included in the cost report.

B.
Ascertain if assets and related liabilities not associated with patient care activities are excluded from the cost report.

Verify that the provider is not including as many assets as possible and excluding liabilities in order to increase the Medicare average equity capital during the period.

15.03
Review the computation of equity capital invested and used for patient care to ascertain the propriety of the items included or excluded from the computation.

Use the following list of inclusions and exclusions as a guide to ensure that the proper assets and liabilities have been included or excluded in the computation of equity capital.

A.
Includable Items in Computing Equity Capital
1.
All tax liabilities should be included in the computation of Medicare net equity. For providers taxed as corporations, the tax liability is net of the liability on the reimbursable return on equity capital.

2.
Unamortized start-up or organizational costs.
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AUDITOR'S
PROCEDURE
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3.
Providers' leased assets from a related organization (limited to cost of ownership).

4.
Any current or accelerated financing outstanding should be included in Medicare liabilities.

5.
Any estimated receivable or liability included in the financial statement based on the outcome of a final settlement from a third party reimbursement agency.

6.
Funds deposited by a provider which leases plant, property, or equipment used for patient care  provided that the deposits are required by the terms of the lease.

7.
Goodwill purchased in an acquisition prior to August 1970 of an existing organization. However, goodwill which has not been purchased, but has been internally generated, e.g., from a reorganization is not includable.

B.
Excludable Items in Computing Equity Capital
1.
Invested funds--all long-term investments and temporary investments lasting over 6 month duration.  

2.
Receivables created by loans between related organizations:  receivables not related to patient care such as amounts due from owners, officers and employees, directors and other miscellaneous sources.
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AUDITOR'S
PROCEDURE
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3.
Cost of inventory items not related to patient care.

4.
Any prepaid life insurance premium or the cash surrender value of life insurance on officers and key employees where the provider is the designated beneficiary.

5.
Assets held in anticipation of expansion--costs of any fixed assets and related depreciation which are not related to patient care must be excluded (e.g., land for future expansion, clinic or professional building).

6.
Construction in progress and liabilities connected with such construction.

7.
Limitation on Federal participation for capital expenditures--costs of assets determined not to be consistent with requirements of §1122 of the Act, and related liabilities.

8.
Donor restricted funds created from gifts and grants such as endowment funds.

9.
Funded depreciation account--the balance in funded depreciation accounts which may encompass board restricted funds treated as funded depreciation accounts.

10.
Goodwill purchased after July 1970, or internally generated goodwill e.g., from a reorganization of the provider.
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11.
Inter-company loans or receivables resulting from related entities such as a chain related organization.

12.
Loans from owners if they meet any of the following requirements:

a.
Loans from owners or related made after June 30, 1966.

b.
Loans from owners or related organizations made before July 1, 1966, where the terms and conditions of payment have been modified after June 30, 1966.

c.
Noninterest bearing loans, regardless of when the loan was made.

NOTE:
Loans from owners on which interest was not allowed is not to subtracted from assets, therefore, any liability relative to the loan would be reclas-sified to capital and the correspond-ing asset would remain on the balance sheet.

13.
Scrutinize for possible exclusion deposits on leases for assets in the following categories:

a.
Related organization;

b.
Not related to patient care; and

c.
Assets not meeting the requirements of §1122 of the Act.
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14.
Self-insurance reserve funds.

15.
Assets and corresponding liabilities.

16.
Where depreciation and/or interest attributable, to the excess amount of the purchase price over the historical cost of facilities and tangible assets acquired after July 1970 is excluded, exclude the excess price over the historical cost paid for the facilities and tangible assets and/or related liability.

15.04
Determine if there was a buildup of cash, temporary investments or other assets, which resulted in inflating equity capital.

15.05
Ensure that the long-term debts are correctly reported on the balance sheet by performing the following:  (See Step 15.02.)

A.
Compare the long-term liabilities (mortgage and/or bonds payable) to the related encumbered assets to determine if there is a significant imbalance between the two.

B.
Where the value of encumbered assets significantly exceeds the amount of long-term liabilities:

1.
Inquire how the assets were financed, or

2.
Determine whether the long-term liabilities or portion thereof were omitted from the balance sheet and in the computation of the average equity capital during the period.

7-138
Rev. 20


EXHIBIT 15 (Cont.)

04-87
HOME HEALTH AGENCY AUDIT PROGRAM
15-9

AUDITOR'S
PROCEDURE
INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
15.06
Ensure that the difference between the interim payments and the provider's net cost of covered services are handled correctly for Titles XVIII and XIX.

A.
Review/prepare workpapers showing that the proper adjustment is reflected in the equity capital shown on the balance sheet.

B.
Ascertain if the interim payments:

1.
Exceed the cost of covered services. This amount constitutes a reduction of equity capital.

2.
Are less than the cost, if so, add the difference to equity capital.

15.07
Ensure that the proper Supplemental Worksheet includes the amount:

A.
In excess of cost over charges.

B.
Representing recovery of prior period cost.

15.08
Review the provider's files or workpapers for documentation to support the asset values and liabilities that were reconciled to the provider's balance sheet used for tax purposes.  Ensure that the income tax liability was properly adjusted to reflect changes in program cost.

15.09
If the provider is utilizing a different method of depreciation for Medicare than for non-Medicare purposes, use the accumulated depreciation per the Medicare plan fund analysis.
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15.10
Determine if the provider is a member of a chain organization.  If so:

A.
Review the workpapers and/or report from home office to ascertain the procedure undertaken with regard to home office equity is in accordance with program instructions.

B.
Determine the type of control of the chain home office of the provider:

1.
Wholly owned;

2.
Leased;

3.
Partnership with chain; and

4.
Other.

C.
Obtain and review a copy of the home office equity capital schedule to verify the amount of home office equity included in the cost report.

D.
Ensure that proper consideration has been given to the beginning balance and ending balance of the home office equity.

E.
Ascertain that the cost report includes a separate equity capital computation schedule for home office if the provider included a share of home office equity capital.


1.
Ensure that a supporting schedule is included with the cost report showing the distribution of the home office equity balances to the providers in the chain.


2.
If the home office equity schedule shows negative amounts, this should be included in the providers computation of equity capital included in the cost report.
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15.11
Review the appropriate worksheet of HCFA-1728 to ensure the accuracy of the computation of the average equity capital and the amount of return includable in allowable costs.

A.
Ensure that the beginning equity capital balance of the current period agrees with the prior year's finalized ending equity capital balance.  Document differences, if any.

B.
Trace the annual rate of return used to the rate shown on the published interest tables. Determine if the correct rate was used to determine the amount of return on equity for the period under review.

C.
Review the provider's files for documentation or workpapers that support the actions taken on transactions affecting equity balance. Give special attention to any large fluctuations in the equity balance in the calculation of equity capital.

1.
Monthly changes in the invested equity account such as additions and acquisitions.  Review the appropriate HCFA-1728 worksheet for evidence of asset acquisitions.

2.
Gain or loss on the sale of fixed assets as determined in the audit of depreciation would be recognized in the month of occurrence.  Review the applicable Worksheet A for the adjustments for gains and losses.

3.
Monthly drawings of owner's salaries or personal expenses, dividend distributions, etc.
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4.
Other increases and decreases such as:

a.
Monthly changes in the loans from owner's account where they have been treated in accordance with HCFA Pub. 15-1, §1210.

b.
Material unrestricted donations or grants which increase the general fund balance.

D.
Where the ending monthly balance results in a negative amount, the equity capital computation is to be computed only on positive equity balances.  No amounts are to be entered when the monthly balance results in a negative balance.  Note this when reviewing the cost report.

15.12
Review the appropriate HCFA-1728 Supplemental Worksheet to verify the apportionment of the allowable return on equity capital.

15.13
Review the percent for Federal, State and local income taxes for providers taxed as corporations in the determination of the amount of equity capital at the end of the reporting period.  Noting that subchapter S corporations are treated differently by the States.

15.14
Write a conclusion on the audit procedures performed.
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Conclusion of Audit
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Audit Report
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Management Letter
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Audit Conference
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SECTION 16
CONCLUSION OF AUDIT
OBJECTIVE:
1.
To conclude the audit and ascertain that:

a.
The audit findings are discussed with the provider before summarizing the results of the audit.

b.
Any questions related to reimbursement policy or regulations as they relate to the audit are discussed with the provider.

c.
Concurrence on audit findings is obtained from the provider where possible.

2.
To summarize the results of audit and prepare the audit report.

OTHER REFERENCES:
Part V of the Standards for Audit of Governmental Organization Programs, Activities and Functions
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16.01
After completing the field audit work, review all workpapers to ascertain that the findings as presented in the workpaper file are properly documented and referenced to supporting schedules.

Return all documents, files, books and records utilized during the audit to the provider.

Prepare a summary worksheet to highlight areas where significant deficiencies were noted for which a follow up review should be made in the subsequent year audit.

After review of the audit workpapers determine if the audit procedures as outlined in the audit program were completed or properly annotated if not applicable.

16.02
Prepare an audit report.  Include a listing of adjustments made to cost report HCFA Form-1728 as submitted to the intermediary.  Cite appropriate references to regulations, law and instructions.

16.03
Prepare a management letter.  Include:

A.
An explanation of any deficiencies in the system used to accumulate and report revenues and expenses.

B.
Weaknesses in internal controls.

C.
Recommendations for improving the system used to accumulate and report revenues and expenses and recommendations for improving the accounting system and internal controls.
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16.04
Hold an exit conference with appropriate provider personnel and other individuals whom the provider or intermediary believes should be included.

Cover the following areas:

A.
A review of all proposed audit adjustments.

B.
Recommendations for improvements in internal controls, compiling statistics and in the accounting system.

Prepare minutes of the meeting to include:

A.
Date, place and time.

B.
Persons attending.

C.
Items discussed.

D.
Providers' reaction to findings.

16.05
Prepare a written Audit Report, Audit Adjustment Report, and Audited Statement of Reimbursable Cost for final settlement.  The Audit Adjustment Report will enter each adjustment proposed in the Summary of Proposed Audit Adjustments indicating applicable Medicare regulations for each adjustment.
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