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EXHIBIT 1 (Cont.)

12-85
HOSPITAL AUDIT PROGRAM


SECTION 1
GENERAL
Regulation Reference: 42 CFR 405.40l, 405.406 and 405.453

OBJECTIVE:
1.
To determine, by review of available data, the extent of audit work needed.

2.
To determine the extent of reliance which can be placed on other auditor's work in the performance of the Medicare audit.

3.
To appraise the adequacy of source documents and provider's procedures used in completing the cost report.

4.
To determine that costs are treated correctly and consistency in reporting costs is maintained as required by the Tax Equity and Fiscal Responsibility Act (TEFRA) and under the Prospective Payment System (PPS).

OTHER REFERENCES:
The auditor must have a working knowledge of the Medicare regulations, Provider Reimbursement Manual, HCFA Pub. 15-I, the Intermediary Manual, HCFA Pub. 13-4, and the Hospital Cost Report, HCFA Forms 2552-83 and 2552-84.
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EXHIBIT 1 (Cont.)


HOSPITAL AUDIT PROGRAM
12-85

 AUDITOR'S 

                 PROCEDURE
    INITIAL  
 WP 

  STEP  
                DESCRIPTION
 AND DATE  
 REF 

1.01
Review Form HCFA 339 (Provider Cost Report Reimbursement Questionnaire).  This questionnaire is to be used as a survey of the provider's organization and operations.  The questionnaire will give the auditor background on the changes in the hospital's operation and an understanding of the additional data needed to perform an effective audit.

1.02
During the first day at the hospital meet with  the administrator or other appropriate personnel to discuss the nature of the audit.

1.03
During preliminary discussions explain that the following guidelines will govern the conduct of the audit.

A.
Records must be made available within a reasonable time after being requested.

B.
Provider personnel who could provide information or documentation applicable to the review must be made available.

C.
Problem areas encountered during the course of the review will be discussed with appropriate personnel for resolution.

D.
An exit conference will be provided at the conclusion of the audit.

1.04
During preliminary discussions with hospital officials request that the documents listed below are made available.  If documents, other than those listed below, are needed they should also be requested.

A.
All documentation requested with the Form HCFA 339 (See HCFA-Pub l5-II, §ll00).

1.
Audited financial statements;

2.
Copies of all loan agreements;

3.
Copies of insurance policies and coverages;
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4.
Schedule of depreciable assets;


5.
Copy of all lease agreements;


6.
Copies of deferred compensation plans;


7.
Copies of pension plans;


8.
Copies of agreements with organization of nonpaid workers if applicable;


9.
Costs attributable to services rendered by related organizations;


10.
All management or consultant contracts;


11.
Purchased service agreements, e.g., therapy services; and 


12.
All provider based physician agreements including workpapers developing the Part A/B split.

B.
All other documentation deemed necessary, to include:


1.
Board of Director's minutes;


2.
Adjusted trial balance for prior 

2 years;


3.
General ledger;


4.
Voucher register and invoices;


5.
Journal entries;


6.
Payroll registers (IRS 941 forms and State and Federal Unemployment forms);


7.
Hospital floor plan and supporting schedules indicating square feet by department;
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8.
Copies of capital expenditure authorizations;


9.
Workpapers which support cost as shown on the cost report;


10.
Documentation to support statistics as shown on the cost report;


11.
Midnight census sheets and monthly patient day summaries;


12.
Listing of aged, pediatric and maternity days;


13.
Charge manual;


14.
Chart of accounts;


15.
Bad debt listing and supporting ledger cards (collection policy);


16.
Copy of any physician contracts;


17.
PSRO cost - copy of budget and cost report;


18.
Admissions and discharges by class of patients;


19.
Analysis of expense accounts (if prepared);


20.
Malpractice loss experience;


21.
Copy of interns-residents approvals;


22.
Copy of technical school approvals;


23.
Medicare logs;


24.
Schedule of gifts, grants and endowments received for year under audit;
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25.
Workpapers to support review on equity capital (for proprietary providers); and 


26.
IRS tax returns filed.

1.05
Review all of the above documents and discuss with appropriate provider personnel as deemed necessary.  Where a provider denies access to records deemed necessary by the auditor, the HCFA regional office must be advised immediately.

1.06
Upon completion of the review of the documents requested in 1.04 above, note specific areas which might have an impact on Medicare reimbursement and, if necessary, expand the appropriate section of the audit program to include those areas which warrant review.  Any potential problem areas should also be noted by preparing a memo for the record.  If the auditor deems the problem significant, then the HCFA regional office should be contacted immediately.

        REVIEW OF INTERNAL OR 

             INDEPENDENT AUDITORS' WORKPAPERS 
l.07
A.
If the provider has an internal audit function or has an annual financial audit, the workpapers should be made available for review.  A review should be made of the workpapers with a view towards establishing reliance, thus, possibly reducing the extent of testing of certain facets of the provider's records and operations.  This would be of value to the auditor since audit effort could be concentrated in potential problem areas.

B.
Review the scope of audit and assess the usefulness of the work performed by the internal or independent auditor.  If the audit is considered adequate, the scope of the current audit may be modified.  However, in these instances, the workpapers should be properly annotated with rationale for changing the audit scope.
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C.
Data obtained from the internal or independent auditors in the following areas should be used in the performance of the audit and included in the permanent file if appropriate:

1.
Information on the provider's accounting and statistics gathering systems;

2.
Internal controls;

3.
Organizational structure; 


and

4.
Operations.

l.08
Emphasis should be placed on the annual audit of the hospital's financial statements by performing the following steps:

A.
Determine if the CPA qualified any of the prior year audit reports.

B.
If the reports were qualified, review the items noted and the reason for the qualification to determine if there are any Medicare cost reimbursement implications.

C.
Determine if the CPA issued management letters in prior years.  If so, ascertain if the management letters noted deficiencies in the accounting system or made recommendations to improve the efficiency of the operations. Note if the deficiencies were corrected and if the recommendations were implemented.

l.09
Review audit workpapers related to asset, liability and fund balance accounts to determine if an adequate review of the accounts was made.  Copies of workpapers deemed pertinent to Medicare reimbursement should be made and included in the permanent file.

5-12
Rev. 16


1-8



EXHIBIT 1 (Cont.)

12-85
HOSPITAL AUDIT PROGRAM


 AUDITOR'S 

                 PROCEDURE
    INITIAL  
 WP 

  STEP  
                DESCRIPTION
 AND DATE  
 REF 

A.
Note if there is evidence of new indebtedness and its effect on interest expense.

B.
Note if there are any activities not related to patient care.

l.l0
Review audit workpapers related to cash disbursements and the recording of corresponding expenses to assess the adequacy of internal control.  Update the permanent file where necessary.

1.11
Obtain the hospital's fixed asset ledger and any workpapers used to record fixed asset values and depreciation.  These records should be reviewed to determine the following:

A.
The provider's policy on capitalization of fixed assets.

B.
The method of computing depreciation expense for financial statement purposes.

C.
The provider's policy on the effective date to begin depreciation of an asset such as half year depreciation in the year of acquisition, actual time depreciation and time lag alternatives.

D.
Vouching of major asset additions.

E.
Classification of assets between the various categories such as land improvements, building, building improvements, fixed equipment and major movable equipment.

F.
The provider's policy for assigning estimated life to depreciable assets.

G.
If "certificate of need" approvals for capital expenditures were issued.
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1.12
Review the provider's system for relieving inventory accounts and charging the various cost centers for chargeable and nonchargeable central supply and pharmacy items to determine whether:

A.
The cost centers in which an annual inventory is taken are recorded on the books of the provider.

B.
The provider uses costed requisitions in charging cost centers for supplies used.

C.
A review was made on the standard journal entries that summarize requisitions from the various supply and services areas.

D.
The allocations of costs of items charged to the departments include a portion of salary and overhead expenses of the department.

1.l3
Obtain a copy of the provider's federal income tax return and perform the following audit steps:

A.
Review the return for possible income and expense items which could have an effect on Medicare reimbursement.

B.
Compare depreciation claimed on the tax return to the amount reported on the cost report.

C.
Where the hospital is a non-proprietary provider, obtain a copy of the Form 990, Federal Information  Return, and a copy of the IRS Exemption Certificate issued to non-profit organizations.  Review Form 990 to determine if it contains any information which would have an effect on the audit.
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l.14
Discuss the area of indebtedness with appropriate provider personnel to get an understanding of the magnitude of indebtedness, source of borrowing, primary purpose and whether loan indebtedness is short or long term.  The auditor should request the following documents for review, if applicable:

A. Copies of loan agreements, notes and mortgage contracts.

B. Loan amortization schedules.

C. Bond indenture if funds were borrowed through the issuance of bonds.

D. Copies of loans made from funded depreciation accounts.

E. Copies of loans made from related organizations.

1.15
Discuss bad debt expense with the provider so that a determination can be made as to the significance of these costs.  During these discussions the auditor should request the following information:

A. Policies and procedures related to the determination and collection of bad debts.

B. Method used to determine bad debt expense such as direct charge-off or reserve method.

C. Method used to determine if a patient is either indigent or medically indigent.

l.l6
Review board of director's minutes noting approvals for capital expenditures, leasing arrangements, management contracts and any other issues that would be pertinent to Medicare reimbursement.
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1.17
Review internal controls concurrently with the review and testing of the areas to which they relate to see if the controls are functioning according to prescribed procedures.  Special emphasis should be placed on the following:

A.
Controls on the authorization and recording of transactions.

B.
System for originating and recording of charges for services provided to patients.

C.
Procedures for patient billing and collection to include the determination of the portion of the total charges which will be billed to the patient for collection.

D.
Method used to identify, segregate and accumulate charges from patient care centers as applicable to Medicare and other classifications of patients.

1.18
Examine internal auditor's workpapers or the CPA's workpapers to determine the method used to report and accumulate payroll.  The review should also be made to determine if the following tests were performed by the independent auditors during their review of the provider's financial statements:

A.
Examined cancelled payroll checks comparing them to payroll register.

B.
Tested time cards for approval of hours worked.

C.
Tested hours recorded from time cards to payroll distribution register.

D.
Tested personnel files to payroll register.

E.
Footed and cross-footed payroll journals.

F.
Traced amounts from journals to the general ledger.
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G.
Reconciled total payroll to quarterly payroll tax reports.

H.
Verified computation of the payroll.

I.
Reviewed holiday, vacation and sick pay accruals.

l.19
Discuss with appropriate provider personnel the area of grants, gifts and income from endowments. Through discussion with provider personnel the auditor should determine:

A.
The extent of grants, gifts and endowments received during the year.

B.
The type of records maintained for recording receipt of these type funds.

C.
Records maintained to designate if the funds are restricted or unrestricted.

D.
Policy and procedures used to adjust the proper cost center for restricted gifts, grants and endowments.

E.
If Public Health Service grants were received.

1.20
Review the provider's written instructions, procedures and flow charts for capturing statistics for cost allocation and for reporting patient statistics.  If written procedures are not available, discuss the procedures used for developing and reporting statistics with proper provider personnel and prepare a written description.

1.21
Through discussion with provider personnel determine if the hospital is transacting business with related organizations.  If so, determine if the related organizations have been disclosed in the cost report and request the following information:
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A.
Written agreements that exist between the organizations.

B.
Details relative to services or supplies furnished the provider.

C.
Method used to record costs from the related organization.

1.22
Since one of the objectives in performing the audit of the base year cost report was to determine target amounts for payment to hospitals, the auditor must take into consideration the guidelines for base period audits (HCFA Pub. l3-4, Chapter 3, §4200ff).  Chapter 3, 4200ff provides instructions for the treatment of cost pass-throughs in the base year audit.  The auditor must have a working knowledge of Chapter 3 so that he can determine if the provider treated pass-through cost consistently between the base year and subsequent cost report years.

1.23
Determine if the provider restructured for a broader range of health care services such as psychological, rehabilitation and end stage renal disease.  If so, determine if the proper allocation of costs to these areas are excluded from target rate computations.  To make these determinations perform the following audit steps.

A.
Obtain organization chart to determine any significant changes in the management structure of the facility.

B.
Review board meeting minutes to determine if the provider intends to involve itself in additional health care services.

C.
Obtain management contracts and review for new services.

D.
Tour the facility and observe if any operational changes occurred which were not noted in prior year.
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E.
If vertical integration exists, perform an analysis and/or test those areas to:

1.
Verify the accuracy of statistical data reported on schedule B-l.

2.
Determine proper handling of start up costs.

3.
Determine if charges are consistently applied to all patients.

1.24
Determine if any corporate reorganization has taken place or is contemplated by performing the following audit steps:

A.
Review the provider's organization chart, chart of accounts, tax returns, internal audit questionnaires and CPA's management letters noting any changes associated with a reorganization.

B.
Review board minutes noting the form and date of the reorganization.  Also identify any services (legal, consulting, management, etc.) that may be contracted for during the reorganization.

C.
Review management contracts noting changes associated with a reorganization.

D.
Review job description and functional statements of selected departments for changes attributable to a reorganization.

E.
Analyze, in depth, identified trial balance accounts for reorganization costs.
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