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Exhibit 1


Capital Related Costs
Issue:
To  insure that all capital related costs are excluded from the base year cost report for target rate computation.

Concern:
That the target rate will be artificially inflated by the failure to exclude capital related costs from the rate setting process.

Pre-Audit Tests
1.
Review the data submitted by the provider with Form HCFA-1008 noting any variance with the total amount as claimed on HCFA Form 2552-81, Worksheet D-1, Column O, line 25AA.

2.
Review the comparative analysis of operating costs noting significant changes in the depreciation as well as other cost centers since depreciation may have been directly assigned.

3.
Review W/S A-8 and W/S A-8-1 to determine whether related organization cost is included in the cost report.  If so, determine whether capital related costs were identified and included in the depreciation cost centers.

4.
Review W/S A-1 and W/S A-6 to determine whether capital related interest, insurance and taxes were reclassified from A&G to Depreciation.

5.
Analyze the Working Trial Balance to identify the directly assigned capital related cost amounts.

6.
Scan the financial statements for disclosures on changes in capitalization policies and major changes in fixed asset balances.

7.
Review the capitalization policies and lease agreements which are maintained in the intermediary's files.

Audit Emphasis
1.
Obtain explanations from the provider for all exceptions noted in the pre-audit.

2.
Verify the explanations through tests of source documents such as purchase orders and invoices.
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Exhibit 2


Medical Education Costs
Issue:
Costs of approved paraprofessional Medical Education and programs are often expensed directly in department cost centers and cannot be separately identified based on the hospital's cost report.

Concern:
Provider may not submit all training costs to the intermediary (on the Form HCFA-1008) for elimination from the cost report for rate setting purposes. Instead they may submit only enough to establish that these programs are in existence and thereby establishing the medical education pass through to artifically inflate the target rate.

Pre-Audit Tests
A.
Where Medical Education Costs Are Directly Assigned To Cost Centers
1.
Review the provider's Working Trial Balance (WTB) to determine if Medical Education Costs have been directly charged to cost centers.

2.
Compare the amounts shown on the Form HCFA-1008 with the amounts identified on the provider's WTB.

3.
Compare amounts claimed on the base year WTB with prior year to determine if there has been any significant decrease in the amounts shown for Medical Education.

4.
Where material variances are found in 2 & 3 above, refer to audit.

B.
Where A Separate Cost Center Is Established For Medical Education.--Review comparative cost analysis.

1.
Direct Costs
a.
Review Worksheet A, Columns 1 and 2

b.
Review Worksheet A-6 and A-8

c.
Where material variances are found, scope for further audit work

2.
Indirect Costs
a.
Review Worksheet B and B-1

b.
Where material variances are found in amount of allocation or in cost centers allocated, scope for further audit work
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Audit Tests
A.
Where Medical Education Costs Are Directly Assigned To Cost Centers
1.
Obtain schedule from provider (if not submitted with Form HCFA-1008) showing:

a.
Type of program

b.
Net cost of each program

c.
Cost center in which expenses are recorded

2.
Review and analyze schedule as necessary

3.
If necessary documentation is not provided, note in file for consistency in treatment for future periods and prepare adjustment.

B.
Where A Separate Cost Center Is Established For Medical Education
1.
Direct Costs
a.
Test exceptions noted on the comparative cost analysis

b.
Substantiate explanation through analysis and vouching

c.
Examine license or other relevant documents for proper approval of educational programs

d.
Update permanent file with available information

2.
Indirect Cost Exceptions
a.
Trace statistics to source data

b.
Review method used in gathering statistics and determine reasonableness of basis used (i.e., does basis reflect actual operations?)
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Exhibit 3


Federal Insurance Compensation Act (FICA)
Issue:
Certain hospitals have not been participating in FICA and, therefore, such costs are not reflected in their base period cost reports.  Since all nongovernmental hospitals will be required to pay FICA tax beginning January 1, 1984, an adjustment in recognition of the higher payroll cost must be made.

Concern:
The reasonableness of the amount of FICA tax claimed by the provider on Form HCFA-1008, line 7.

Pre-Audit Tests
Compare amounts claimed on the Form HCFA-1008 with an estimated FICA amount determined by applying the proper FICA tax rate (HCFA Pub. 15-1, §2802) to total salaries shown on Schedule A of the cost report.  If the provider's estimate of the FICA taxes that would have been paid in the base period if the provider had been subject to FICA in the base period appears to be reasonable, no further audit work is necessary.  If the amount of FICA tax estimated by the provider appears to be unreasonable, field audit may be necessary.

The following are the applicable FICA rates:

FICA Maximum Taxable Amounts
FICA Tax Rate
1980 - $25,900
6.13 percent

1981 - $29,700
6.65 percent

1982 - $32,400
6.7   percent

1983 - $35,700
6.7   percent

Audit Tests
Perform tests as necessary of the actual provider wage records to properly support or adjust the amount of FICA tax claimed by the provider.  Apply standard salary audit procedures and the FICA tax rates.
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Exhibit 4


Provider-Based Physicians
Issue:
To adjust the base period costs for the estimated provider-based physician (PBP) costs which would have been allowable if the regulations published in the Federal Register 48 FR 8902 to 8951 had been in effect during the base period.

Concern:
The base period cost report contains treatment of the provider component of provider-based physician remuneration under rules that are different than those that apply on or after May 31, 1983. However, section 405.550(e), affecting agreements under which physicians (or other entities) assume some or all of the operating costs of a provider department, contains provisions indicating that it will not be applied until June 30, 1983, for lease agreements established on or after July 1, 1966 and until March 2, 1985 for agreements established before that date. Therefore, adjustments that are not applicable to the settlement of the base period cost report must be made in setting the target rate.

Pre-Audit Tests
1.
Review documentation (schedules) submitted by the provider in response to the information requested by the Form HCFA-1008.

2.
Review time rationale available (from permanent PBP files) to determine provider component.

3.
Evaluate remuneration for reasonableness.  (Note: Do not use Reasonable Compensation Equivalents (RCEs) as shown in the Federal Register, pages 48 FR 8902 to 8951 on March 2, 1983.)

4.
Prepare necessary adjustments and conclusions.

Audit Tests
1.
None necessary at this time.
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Exhibit 5


Non-Physician Services Billed Under Part B (Unbundling)
Issue:
Prior to October 1, 1983,  payment for non-physician services furnished by an outside source to hospital inpatients could have been made either to the hospital (under Part A), to the beneficiary, or if assignment was taken, the entity that furnished the services (under Part B).  Effective October 1, 1983, all hospitals must furnish either directly or under arrangements all items and non-physician services received by Medicare inpatients.  A few hospitals may continue to have outside sources bill directly for their services during the 3 year transition period (602(k) of P.L. 98-21).  Exceptions for continued separate direct billing under Part B by suppliers or other providers for services to hospital inpatients are expected to be limited to circumstances where virtually all ancillary services are contracted out.

Concern:
Improper presentation of unbundling costs which would artifically inflate the base period target rate.

Pre-Audit Work
1.
The fiscal intermediary will give the Part B carriers a listing (mag type) of hospital discharges for the month of September 1982 by June 1, 1983.  The listing will be in a standard format as specified in a separate instruction.

2.
The Part B carrier will furnish the fiscal intermediary a listing (mag type) for HI claim number and dates of service between dates of admission and dates of discharge. The listing will be in a standard format to be specified in a separate instruction.

(NOTE:
The carrier will also give the intermediary a description of the procedure codes

employed.)

3.
The fiscal intermediary will sort the magnetic tape file received from the carriers into Provider Number Order.

4.
The fiscal intermediary will divide the number of discharges (those Medicare beneficiaries discharged in September 1982) into the aggregate supplier reasonable charge (the amount of reasonable charges as determined by the listing received from the Part B carrier) to determine the average reasonable charge (for the unbundling services) per Medicare discharge occurring in September 1982.

5.
Multiply the average reasonable charge per Medicare discharge (as computed in 4 above) by the total Medicare discharges reported by the provider to arrive at the aggregate unbundling cost to be included as an adjustment to the Medicare cost report to be included in the target amount computation.

6.
Compare the results from number 5 above to the amount claimed by the provider on the Form HCFA-1008 to determine whether an adjustment to the amount claimed by
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the provider is required.  In determining the amount of adjustment to be applied, apply the following materiality criteria.

a.
If the amount of the adjustment is $5,000 or less in each of items b and c, below, based on the hospital's estimate, use the hospital's estimate to adjust the base period costs without further action.

b.
If the base period adjustment would exceed $5,000 based on the hospital's estimate and the estimated costs do not involve any physician component:

(1)
Use the hospital's estimate to adjust the base period costs if that estimate is not more than 110 percent of the annualized amount based on data received from the carrier(s).

(2)
If the hospital's estimate exceeds 110 percent of the annualized carrier data request  the hospital is to furnish documentation to support their estimate:

(a)
if the hospital cannot substantiate its estimate (or any amount in excess of the carrier's data).  Use the amount computed in 5 above as the unbundling adjustment to base year costs.

(b)
If the hospital is able to substitute its estimate, refer the documentation received from the hospital to audit.

c.
If the base period adjustment would exceed $5,000 based on the hospital's estimate and the estimated costs involve physician component amounts:

(1)
Use the hospital's estimate to adjust the base period costs if that estimate is 90 percent or less of the annualized amount based on data received from the carrier(s).

(2)
In all other circumstances, the difference is considered material and the intermediary should refer to audit to reconcile the difficulties.

Audit Tests
1.
Test the documentation received from the hospital for reasonableness.

2.
Reconcile the differences with the hospital.  Differences may occur from:

a.
Services billed to carriers in other States.

b.
Services billed by other providers as outpatient services.
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Exhibit 6


Medicare Discharges
Issue:
Target amount calculations for prospective reimbursement are based on cost per discharge.

Concern:
The accuracy of the Medicare discharge data used for the target rate calculation.

Pre-Audit Tests
1.
Compare Medicare discharges shown on the provider cost report with Medicare discharge data maintained in the intermediary bill processing system.

2.
Where there is a significant difference attributable to factors other than to the late submission of discharge bills or other known problems, refer to audit.

Audit Tests
1.
Review the provider's system for accumulating discharge data.

2.
Test the clerical accuracy of the provider's Medicare discharge summary and trace the totals to the cost report.

3.
Test the accuracy of the provider's Medicare discharge summary by tracing selected entries to the patient medical files.
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Exhibit 7


Prepaid Expenses
Issue:
To insure that prepaid expenses have been properly recorded on the balance sheet.  To verify that supplies have been properly inventoried.

Concern: 
Material prepaid amounts which were expensed but should have been inventoried.

Pre-Audit Steps
1.
Review financial statements prepared by the provider's Certified Public Accountant to determine if there has been any substantial decrease in prepaid expenses.
2.
Review the opinion issued by the provider's accountant to determine if there are any qualifications relating to prepaid expenses.

3.
If there has been a substantial increase in purchases (relating to inventory) without a corresponding increase in inventory, refer to audit.

Audit Steps
1.
Review of the last three months of the cash disbursement or purchase journals for major purchases.

2.
Verify above as to whether the items have been properly inventoried.
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Exhibit 8


Inventory
Issue:
To insure that inventory has been properly recorded on the balance sheet.

Concern: 
The existence of Inventory of Supplies and Pharmacy utilizing approved inventory methodology.  In addition to insure that inventory valuation was not changed to artificially inflate expense.

Pre-Audit Steps
1.
Review financial statements prepared by the provider's Certified Public Accountant to determine if there has been any substantial decrease in inventory.

2.
Review the opinion issued by the provider's accountant to determine if there is any qualification relating to inventory.

3.
Review the financial statements for notes denoting a change in inventory valuation.

4.
Where there is a change in valuation determine if method is an approved method.

5.
If a significant decrease in inventory valuation has occurred, refer to audit.

Audit Steps
1.
Review of the last three months of the cash disbursement or purchase journals for major purchases.

2.
Propose adjustments for inventory items which were expensed.
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Exhibit 9


Accrued Expenses and Accounts Payable
Issue:
Changes in a provider's accounting policy or improper accounting for purchases may unjustifiably increase the base period target rate (e.g., expensing material purchases which would normally be inventoried).

Concern:
Accrued expenses and purchases were properly charged in the base period according to Generally Accepted Accounting Principles (GAAP).

Pre-Audit Tests
1.
If available, review the audited financial statements (auditor's opinion and notes to financial statements) for information pertaining to accounting policy for inventories, purchases, and accruals.

2.
Review expenses which were accrued in the base period for any unusual items.

3.
Compare expenses which were accrued in the base period with expenses accrued in the prior period.  Note variances and new accruals.

4.
Review accounts payable for unusual items, and notable variance with payables shown in the prior period.

5.
Perform a comparative analysis of "other costs" shown on schedule A of the base period cost report with amounts shown in the prior period cost report for the following cost centers:

a.
Central Services and Supply

b.
Pharmacy

c.
Medical Supplies Charged to Patients

d.
Drugs Charged to Patients

e.
Administrative and General

f.
Maintenance and Repairs

g.
Laundry and Linen Service

h.
Housekeeping

Audit Steps
1.
Review adjusting journal entries and provider documentation which supports accrued expenses.

2.
Perform additional audit procedures as necessary to insure a liability exists.

3.
Insure that the accounting for unusual purchases noted in the pre-audit tests is in accordance with Generally Accepted Accounting Principles and, if appropriate, that purchases have been properly inventoried.

Rev. 5
3-31 

4299 (Cont.)
GUIDELINES FOR BASE YEAR AUDITS
06-83


Exhibit 10


Allocation of Costs Between Inpatient Hospital Services,

Outpatient Medicare Services and Sub Providers
Issue:
Improper allocation of costs from Medicare Part B reimbursable services and sub-providers to inpatient Part A services would artificially inflate the base period target rate.

Concern:
Improper provider reimbursement caused by an inflated base period target rate and cost reimbursed Part B services.

Pre-Audit Tests
1.
Review in detail the comparative analysis of cost report worksheets B and B-1 and schedule C.  Note variances in allocation statistics and amounts (expenses, charges, and revenue).

2.
Review worksheets B-1 and C along with the reclassifications and adjustments made to worksheet A of the cost report for items which would affect the allocation of cost to inpatient care.

3.
If financial statements and/or trial balance of expenses are available, review pertinent accounts and reclassifications which were made during the preparation of the cost report.

4.
Review permanent reference files and correspondence files for approval of changes in allocation basis if applicable.

Audit Tests
Perform standard field audit procedures as necessary to support or adjust exceptions noted in the pre-audit.
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Exhibit 11


Reclassification of Expenses
Issue:
Improper reclassification of expenses and/or cost centers that would artificially inflate the base period target rate.

Concern:
Accuracy and propriety of provider reclassifications (Cost Report Schedule A-6).

Pre-Audit Tests
1.
Compare accounts (including amount) shown on the current trial balance of expenses with those of the prior year.

2.
Review the reclassifications which occurred during cost report preparation by comparing the accounts shown on the trial balance of expenses with the accounts shown on Schedule A of the cost report.  Compare the results of this analysis with the results of the same analysis performed for the prior periods cost report.

3.
Compare the Cost Report Schedule A-6 reclassifications for the current period with those of the prior periods cost report.

Audit Tests
Applying Medicare Principles of Reimbursement, perform all standard field audit procedures to any exception or impropriety noted in the pre-audit tests.
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Exhibit 12


Adjustments to Expenses
Issue:
Improper adjustments of expenses which would artificially inflate the base period rate.

Concern:
Accuracy and propriety of adjustments to expenses.

Pre-Audit Tests
1.
Evaluate the propriety of the adjustments to expenses shown on Schedule A-8 of the cost report by comparing them with the prior periods cost report adjustments (account classifications and amounts).

2.
Insure that all adjustments which should have been made were included on Schedule A-8 of the cost report by comparing Schedule A-8 with the account activities shown on the trial balance of expenses and revenue statements.

3.
Miscellaneous revenue which is material in amount and which did not appear on Schedule A-8 should be noted for audit.

Audit Tests
1.
Obtain valid support for any exceptions noted in the pre-audit by performing, as necessary, standard field audit procedures.

2.
Review journal entries prepared by provider and provider's accountant to ascertain that all adjustments made to the initial trial balance (taken from the provider's general ledger) were proper and supportable.
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Exhibit 13


Kidney Acquisition Cost
Issue:
Accurate presentation of kidney acquisition costs reflected in the base period cost report.

Concern:
Improper presentation of kidney acquisition costs which would artificially inflate the base period target rate.

Pre-Audit Tests
1.
Compare amounts reflected in the cost report for kidney acquisition with the intermediary provider payment records.

2.
Compute and compare the average revenue earned per kidney acquisition to the current period with that of the prior reporting period.

3.
Compare amounts shown on worksheet D-6 of the cost report (parts A&B) with those of the prior reporting period.

4.
Compare the direct costs attributable to kidney acquisition with that of the prior year.

Audit Tests
1.
Review the provider's system for accumulating kidney acquisition cost and revenue data.

2.
Review the clerical accuracy of the provider's kidney acquisition summary (inventory, log, etc.).

3.
Verify the accuracy of the log by tracing selected entries to the provider's medical files.

4.
Test revenue data by multiplying the provider's standard kidney acquisition charge times the number of kidneys shipped to other providers.

5.
Verify the accuracy of salary expenses charged to kidney acquisition.  Verify the personnel service cost which was charged to acquisition and the method of allocating these costs to their various functions (e.g., test time activity reports and actual employee function).

Rev. 7
3-35 

4299 (Cont.)
GUIDELINES FOR BASE YEAR AUDITS
10-83


Exhibit 14


Changes in Accounting Practices
Issue:
Changes in accounting practices and procedures which inflate base period costs.

Concern:
That the target rate will be artificially inflated by the provider's changing accounting practices in the base period.  The change in accounting practice would inflate the provider's cost experience above the cost that would have been reported under the previously applied accounting practices.  (HCFA Pub. 15-1, §2802.B9.)

Pre-Audit Tests
1.
Compare current year cost with prior year cost to detect any significant changes in the trial balance and/or adjustments on Schedule A-8 of the  cost report which may be an indicator of changes in policy.

2.
Review notes to the financial statement for possible changes in accounting policy and practices.

Audit Tests
1.
Review accounting policy manual and Board of Directors' Minutes for possible changes in accounting practices, incorporating any findings from the Pre-Audit review of the notes to the financial statement.

2.
Review the outside CPA firm's internal control questionnaire for possible changes in accounting practices.
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Exhibit 15


Nonrecurring Cost in the Base Period
Issue:
Higher costs in the base period which inflate the target rate.

Concern:
That the target rate will be artificially inflated by higher costs that were incurred for the purpose of increasing base year costs or that have the effect of distorting base year costs as an appropriate basis for computing the hospital-specific rate.  (HCFA Pub. 15-1, §2802.B9.)  Examples of such  costs are:

o
One time bonuses paid to executives or employees in lieu of a payraise in the succeeding year.

o
Additional payments to the pension fund to either prepay the succeeding year's payment or to cover the preceeding year's payment which was defaulted by lack of capital.

o
Significant changes in inventory caused by one time write offs.

Pre-Audit Tests:

1.
Comparison of current year cost with prior year's cost for detection of significant increases in base year cost.

2.
Review where available the notes to the financial statement for indications of possible nonrecurring cost items.

Audit Tests:

1.
Review Board of Directors' Minutes and where independent audit is performed, the CPA firms' internal control questionnaire for indication of nonrecurring cost items.

2.
Evaluate through field audit those findings in the pre-audit tests which appeared to warrant adjustment of cost.
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