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SECTION 21
BALANCE SHEET
Regulation Reference:  42 CFR 405.406, 405.420 and 405.429

OBJECTIVE:
1.
To review the assets, liabilities and fund balances of the provider for consistency of the items presented and conformity with Medicare instructions and generally accepted accounting principles.

OTHER REFERENCES:


HCFA-Pub. 15-I, §§1200, 2152

Cost Report Forms:
HCFA-2552-83, Worksheet A-7

HCFA-2552-83, Worksheet A-8

HCFA-2552-83, Worksheet G

HCFA-2552-83, Worksheet G-1

HCFA-2552-83, Supplemental Wkst. F, Part I to Part III
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21.01
NOTE:
If the facility's outside auditors performed an audit of the provider's balance sheet, which includes audit effort as outlined in this section, and reliance can be placed on the audit performed, then audit steps in this section which were adequately reviewed may be eliminated.

In auditing provider costs, the proper scope of the review of the balance sheet accounts (other than fixed assets) is a matter of professional judgment.  A material error or inconsistency in the balance sheet accounts can have a significant impact on the amount shown on the provider's costs in a given period.  Accordingly, the scope of the audit of the balance sheet accounts for Medicare purposes is dependent upon the:

A.
Effectiveness of the internal controls.

B.
Results of tests performed in other areas.

C.
Past experience.

D.
Relative materiality of the account balances.

E.
Potential for significant misstatements of costs to the Medicare program.

21.02
Obtain provider's balance sheets for the current and prior year.  Review summary of the assets, liabilities and capital for all funds, i.e., general, specific, endowment, plant. 

A.
Review the auditor's notes to the audit/desk review of the balance sheets for:

1.
Inconsistencies identified and the exceptions indicated in the desk review.

2.
Unallowable assets and liabilities flagged for investigation and/or adjustment.
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B.
Review the balance sheet (HCFA-2552, Worksheet G) for the current period and compare it with the balance sheet of the prior period for consistency of the items presented and for conformity with generally accepted accounting principles.  Verify the following specific areas for appropriateness:

1.
Cash (21.03);

2.
Investments (21.04);

3.
Receivables (21.05);

4.
Inventories (21.06);

5.
Prepaid Expenses (21.07);

6.
Accounts Payable (21.08);

7.
Accrued Liabilities (21.09); and 

8.
Fund Balances (21.10).

C.
Perform an analysis of the balance sheet (HCFA-2552, Worksheet G) to note and document significant differences between cost reporting periods such as:

1.
Appearance of items that are not related to patient care.

2.
Assets and liabilities reported in the current period but not in prior periods, or vice versa.

3.
Significant differences resulting from the comparison (Procedure 21.02B).

D.
Trace the assets and liabilities recorded on Worksheet G to the provider's financial statements where financial statements are available.
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E.
Ensure that the value of plant property listed on the balance sheet, Worksheet G agrees with amounts shown on Worksheet A-7.  Investigate the differences and obtain provider's explanation. 

F.
Review changes in fund balance on Worksheet G-1 for items causing changes in fund balances which are not included on the profit and loss statement.  (See Procedure 21.10H.)

G.
Ensure that the long-term debts are correctly reported on the balance sheet.

1.
Compare the long-term liabilities such as mortgage and bonds payable to the related assets to determine if there is a significant imbalance between the two.  (Normally, liabilities are significantly lower than the assets.)

2.
Check and document the explanation for any significant difference noted.  Where value of related assets is significantly above the amount of liabilities:

a.
Inquire how the related assets were financed, or

b.
Determine whether the long-term liabilities or portion thereof were omitted from the balance sheet.

H.
Examine the provider's income tax liability.  Review the provider's files for documentation or workpapers to verify that the asset values and liabilities were reconciled to the provider's balance sheet used for tax purposes.

I.
Review self-insurance reserves to verify any liability losses claimed in the current period.

5-218
Rev. 16 


EXHIBIT 21 (Cont.)

12-85
HOSPITAL AUDIT PROGRAM


AUDITOR'S
PROCEDURE
INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
J.
If provider is using a different method of depreciation for Medicare, verify that the method used is in accordance with existing regulations.

                     CASH
21.03
Review the bank reconciliations prepared by the provider's personnel.

A.
Obtain confirmation of the provider's bank accounts.

B.
Tie the cash balance per books to the appropriate general ledger accounts.

C.
Trace the balance per bank to the appropriate bank statements.

D.
Review the bank reconciliations and investigate large checks that remain outstanding at the cut-off date.

E.
Select a block of checks issued during the final month of the accounting period under review, and:

1.
Check numerical control (account for the numerical sequence and verify voided checks for the month under audit).

2.
Trace the checks issued to cash disbursement records, comparing the number, date, payee and amount.

3.
Verify authorized check signers.

4.
Compare endorsement to indicated payee.
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5.
Examine cancellation dates and length of time outstanding.  If cancellation date is after the end of accounting period, trace check to outstanding checks list.

F.
Trace deposits in transit at end of accounting period to the subsequent bank statement and investigate any unusual time lag.

G.
Trace and tie out interbank and interfund cash transfers for three to five business days before and after the audit date.

H.
Evaluate provider's procedures for periodic replenishment and audit of petty cash funds and imprest cash funds.

21.04
Obtain/prepare summary schedule of investment transactions (e.g., securities, real estate).

A.
Prepare an analysis of investment transactions in funds for which income will affect allowable cost for the year.

1.
Trace the beginning balances to prior year's ending balances or audit working papers.

2.
Test check the changes in the fund principal during the year to the statement of transactions furnished by the custodian.  If an outside custodian is not used or if a statement of transactions is not prepared, trace transactions to the cash receipts and disbursements records and to brokers' advices or other supporting data.

3.
Verify changes in the investment accounts during the year per authorization in the minutes of the board of directors.
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4.
If considered necessary, review amortization of bond premium and discount for propriety and consistency with prior years.

5.
Compare balances at year end to the confirmation received from the outside custodian or from the records of the provider.

B.
Ascertain that all investment property (i.e., not used in the general operations) are segregated and that the related income and expenses have been excluded from operations (e.g., rental property held for the  production of income).

C.
Determine which investments produce income that may affect allowable costs.

1.
As to the investments held during the year, test check:

a.
computation of interest income received and accrued.

b.
dividend income by reference to published dividend records.

2.
If an investment pool is maintained, review the distribution of income for propriety.

3.
Ensure that applicable investment income has been properly offset against interest expense or other appropriate operating costs.

NOTE:
Investment income must be used to



reduce operating costs to the extent



that interest expense is otherwise



properly included therein, except



income derived from:
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a.
Funded depreciation.

b.
Provider's qualified pension fund.

c.
Gifts and/or grants, restricted or unrestricted, which are held separate and not commingled with other funds.

d.
Donor-restricted grants, gifts or endowments designated by the donor for paying specific operating costs but not in excess of the costs incurred in the period.

D.
Trace investment income and gain or loss on investment transactions (sale of investments held) to the general fund income account, the applicable fund balance account/analysis, or appropriate revenue account on the working trial balance.

E.
If the provider is funding depreciation, ascertain that the funds are being used for equipment purchases, plant improvements, etc.  If funds are used for other purposes, income attributable to funded depreciation should be ratably offset against interest expense in operations.

                 RECEIVABLES
21.05
Review the trial balances of patients' accounts receivable as of year end and tie the totals to general ledger control accounts.  Determine whether the trial balances were independently footed and whether aged trial balances of patient accounts are available.

A.
Perform the following audit procedures generally applicable to "Bad Debts" in a Medicare cost audit:

1.
Review the provider's "bad debt" policy and determine whether its application 
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to both Medicare and other patients is consistent.

2.
Obtain a listing of bad debts claimed on the Medicare cost report.

3.
Ascertain whether reasonable collection efforts were made.

4.
Examine claim forms or other pertinent documentation (on a test basis) to establish that the patients were in fact Medicare beneficiaries.

5.
Determine that the Medicare bad debts were restricted to the deductibles and coinsurance amounts not collected.  Bad debts representing charges for noncovered services to Medicare beneficiaries are not reimbursable under the Medicare program.

B.
For receivables due from other than patients, audit as deemed necessary at time of field work.  Review possibility of supplier refunds due to quantity adjustments on annual purchase agreements, etc.

C.
For the reserve for doubtful accounts, perform the following audit steps:

1.
Analyze the reserve account for the year.  Review the accounting treatment of recoveries of previously written off accounts to ensure proper offset to claimed reimbursement and also trace the provision (charge to expense) for doubtful accounts for proper exclusion from allowable Medicare costs.

2.
Obtain a listing of the Medicare and non-Medicare accounts written off during the year as not collectible from the 
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beneficiaries or other sources and tie into the reserve analysis.

D.
Compare the summary of aging analysis with the previous year.  Compare bad debt write-offs, recoveries and the average age of receivables  for a 3-year period to show trends in collection patterns.

E.
Review briefly the status of past-due Medicare receivables (not yet written off) and obtain comments of management as to the prospect of collectibility.

                 INVENTORIES
21.06
A.
Audit of recovery of supplies accounts is normally subject to limited audit testing.  The specific items to be tested should be selected on the basis of:

1.
Materiality;

2.
Nature of the items involved; and 

3.
Reasonableness of the account balance for the current year compared with the prior year.

B.
Ascertain that adequate and effective control procedures are in effect for the major inventory items such as:

1.
Medical and surgical supplies;

2.
Drugs and biologicals;

3.
Food (dietary supplies);

4.
Office supplies;

5.
Laundry and linens;

6.
Uniforms and garments;
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7.
Repairs and maintenance supplies;

8.
Housekeeping supplies; and 

9.
Stationery and forms.

C.
Determine date of latest physical inventory.  Review general ledger for recording of physical inventory and cutoff procedures with management to determine the adequacy of these procedures.

D.
Compare total inventory valuation with the previous year and examine any significant variance.

E.
Visit the stockrooms and pharmacy and verify reasonableness of inventory valuation and condition of stock.  Inquire as to any excess, obsolete or defective items which may be accounted for in the inventory.

F.
Discuss the pricing procedures used with accounting or appropriate management personnel.

G.
Test as to the consistency between years of the provider's procedures relating to:

1.
Inventory pricing;

2.
Determining quantities or volume;

3.
Reviewing obsolescence; and 

4.
Accumulation of inventory balances.

H.
Review the requisition journal for one month and, on a test basis, trace totals to entries in the departmental expense ledgers and general ledger inventory accounts.

I.
Select a sample block of requisitions for detailed review.
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1.
Trace quantity issued to the indicated reduction of stock on hand shown in the perpetual inventory records.

2.
Review pricing of individual items to verify that such prices are comparable to original invoice costs and/or suppliers' catalog prices.

3.
Test clerical accuracy of extensions and footings.

4.
Review requisitions for indication of department head approvals and indication of issuance from central stores area.

J.
If the provider maintains perpetual inventory records and these records are used in lieu of a physical inventory, perform the following tests:

1.
Compare total inventory value per perpetual inventory records with the inventory value per book in the general ledger.

2.
Select five to ten items from the perpetual inventory records and compare indicated quantities to actual quantities on hand and another five to ten from the quantities on hand to the perpetual inventory records.

               PREPAID EXPENSES
21.07
Ascertain the reasonableness and propriety of prepaid expenses, deferred charges and prepayments.

A.
Review the provider's schedules of unexpired insurance premiums.

1.
Test reasonableness and accuracy of computations on individual policies.
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2.
Examine any significant dollar variance between current and prior year's balances.

3.
Trace write-off of prepaid insurance to applicable expense accounts.  If insurance is charged departmentally, review the reasonableness of the allocations.

4.
Review insurance policies in force and the provider's procedures for periodically appraising coverages in determining and locating possible over insured or need for additional coverage.

B.
If a schedule of unexpired insurance is not available from the provider or the outside auditor, prepare the unexpired insurance schedule using the insurance policies, premium notices and/or other supporting documentation of insurance coverage in force.

C.
Review reasonableness and explain the nature of:

1.
Other prepayments and insurance premiums.

2.
Any deferred charge.

   NOTES PAYABLE AND ACCOUNTS PAYABLE      

21.08
A.
Review the Accounts Payable and Notes Payable accounts to ascertain the adequacy and effectiveness of internal control established to include:

1.
Separation of the approving and paying functions.

2.
Safeguards over purchasing and receiving (including returned purchases and rebates).
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3.
Maintenance of complete record of open purchase orders and commitments.

B.
Analyze the notes payable accounts for the year.  Vouch payments and tie-in the interest charges to expense.

C.
Obtain a trial balance of accounts payable at the audit date and tie into the general ledger.  Review the individual balances for unusual items and determine that the provider has not included the same items in both accounts payable and accrued liabilities.

D.
Trace large and unusual items in accounts payable to supporting documentation and/or subsequent cash payment to ensure that there is no potential significant misstatement of the cost to the Medicare program.

E.
Vouch all disbursements in excess of $1,000 for the first two months after year end.  Indicate on the accounts payable trial balance the vouchers examined which are properly recorded as a liability at the audit date.  List any unrecorded liabilities noted.  Consider decreasing scope of items to be reviewed during the second month, as appropriate.

F.
Examine vendors' invoices and other supporting documents for all accounts payable in excess of $1,000 which were not vouched as part of 21.08E above so as to determine the validity of items included in accounts payable at year end.

             ACCRUED LIABILITIES
21.09
The scope of audit work on accrued liabilities should be based on the relative materiality of the balances and the possibilities for significant misstatements of expenses for any given period.
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Keeping this in mind, the following detailed audit procedures should be completed:

A.
Review the balances of accrued liabilities for reasonableness (e.g., payroll, taxes, medical-professional fees, pensions.) by reference to the provider's accrual worksheets or other supporting data.

1.
Make an overall test of accrued payroll by determining the portion of the first payroll subsequent to year end which applies to the days included in the period under review, and on the number of working days prior to the end of the period.

2.
Trace the subsequent payment of payroll taxes to the applicable payroll tax returns and review the various returns for appropriateness.

3.
If the employees are covered by commercial hospitalization insurance, review the most recent utilization report to determine whether any significant liability exists.

4.
Review contract commitments with doctors, specialists, technicians, related parties and others who perform services by  arrangement with the provider.  Make an overall test of any material amounts accrued for professional service contracts.

B.
Review the activity during the year in malpractice or other reserve accounts established by the provider under a self-insurance program.

1.
Examine claims against the provider for negligence and malpractice for possible disclosure of contingent liabilities.  Evidence of claims may usually be obtained from claims agents, insurance companies and attorneys.
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2.
Ascertain whether contributions to such reserve funds were excluded from claimed costs, and whether allowable losses were properly included.

C.
Check for possible liability under retroactive ceiling reimbursement arrangements with third party welfare agencies, Blue Cross Plans, etc.

D.
Consider the effect on financial statements caused by timing differences between the period in which items enter into the determination of reimbursement under third-party reimbursement arrangements and the period in which such items enter into the financial statements.

E.
Ascertain that pension liabilities and income tax are accounted for:

1.
Pension liabilities:

a.
The amount to be included in the balance sheet as an accrued liability or a prepaid expense is usually the difference between the cost provisions and the amounts paid.  Unamortized prior service cost should appear in the balance sheet only if it is a legal liability.

b.
Where pension-plan arrangements impose a specific legal obligation that exceeds the total of the amounts paid or  accrued, a simultaneous asset and liability position should appear in the balance sheet.  The unfunded unaccrued portion of the obligation is shown as a liability on the balance sheet to the extent not appropriately included in the cost provisions.  The cost of such benefit should appear as a deferred charge to operations of future periods.
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2.
Income Tax:

Income tax accounts must be presented in the balance sheet so as to provide separate classification of the following elements:

a.
Taxes estimated to be currently payable.

b.
Net amount of current deferred charges and current deferred credits relating to time differences.

c.
Net amount of noncurrent deferred charges and noncurrent deferred credits relating to timing differences.

d.
Refundable taxes arising from carrybacks of operating losses, investment credits and similar items.

e.
Future tax benefits of carry-forwards of operating losses and similar items (in those unusual cases where they have been recognized because realization is assured beyond any reasonable doubt).

f.
Deferred investment credits (applicable when the deferral method of accounting for investment credits is employed).

F.
Review the reasonableness of other miscellaneous accruals by comparing current year balances with previous year balances.  Discuss with provider personnel any significant variance.

G.
Where possible, additional provisions to accruals should be tied to the applicable accounts.
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                FUND BALANCES
21.10
Review the description and composition of fund balances for prior periods to determine the nature of the resources accounted for and the restrictions on the funds, if any.  Verify that restricted and unrestricted fund balances are adequately described and differentiated in the financial statements.  Specific consideration should be given to the composition of specific purpose funds.  

A.
Determine the validity of inter-fund receivables (line 10, HCFA-2552, W/S G) and payables (line 40, HCFA-2552, W/S G).  Investigate the means by which such interfund balances arose.

B.
Examine authorizations and approval (if required) for major transfer.

C.
Determine that the inter-fund receivables and payables are in balance.

D.
Examine documentation on major contributions for restrictions on their use.  Abstract and update permanent file.

E.
Ascertain that grants, gifts and/or endowment income, which are donor-restricted for paying specific operating costs, have been deducted from those costs in the determination of allowable costs.

F.
Analyze opening balances to determine any donations made in prior years and still being held in the current year.

G.
Examine major expenditures from special funds and other significant transactions (especially in the operating fund) to see if they were handled properly in determining allowable cost.

H.
Review Statement of Changes in Fund Balance (HCFA-2552 W/S-G-1).  Prepare/review analysis
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of changes in all fund balances for the year.  Verify and test that:

1.
Transfers from endowment or other restricted funds are in accordance with donors' instructions.

2.
Transfers have been made from restricted to unrestricted funds for additions to property, plant and equipment financed by restricted resources.

3.
Receipt and acknowledgement procedures for all gifts exist and that restrictive provisions are being complied with.  Income and expenditures included in restricted funds should be reviewed to determine that such items are accounted for in accordance with the governing instrument.

4.
Earnings/losses on investments of each restricted fund are properly accounted for.  If investments are pooled, ascertain that earnings/losses are accounted for in appropriate funds.

5.
Changes in restricted fund balance involving research grants are in accordance with grant agreements.

a.
Review the adequacy of reserves for disallowances of cost items and other adjustments.

b.
Review the budget, expenditures, term, billing procedures, allowable cost provisions and any renegotiation requirements.
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I.
For proprietary institutions, analyze the activity in all "equity" accounts for transactions having a possible impact on cost.   See Audit Program for Return on Equity Capital, Section 14.

21.11
Write a conclusion on audit procedures performed.
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