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INTEREST

-11-
PROVIDER NO:
                      
REVIEWED BY:
                       
PERIOD ENDED:                      
DATE REVIEWED:                      
AUDIT SECTION
AUDIT PROCEDURE REFERENCE
Analysis of Loan Agreements
11.01 - 11.02

Reasonable, Necessary and Proper
11.03 - 11.05

Interest on Loans for Facility or Other

   Tangible Asset Acquisitions After

   July 1970 and Prior to August 1970
 11.06

Interest Costs--If Funds are Borrowed

   for Construction Purposes
 11.07

Amortization Bond Premium/Discount
 11.08

Recall of Bonds Before Maturity
 11.09

Government Bond Issues
 11.10

Bond Defeasance
 11.11 - 11.13

Interest on Loans From Lenders Related

   to the Provider
 11.14
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AUDIT SECTION
AUDIT PROCEDURE REFERENCE
Interest Payable to Religious Orders

    (Motherhouse or Governing Body)
 11.15

Interest on Inter-fund Restricted and

    Unrestricted Funds
 11.16

Funded Depreciation (Same steps 

    would apply for Qualified

    Pension Funds)
 11.17

Interest Expense of Related

    Organization
 11.18

Investment Income
 11.19

Interest Income Offsets
 11.20

Interest on Medicare Over or Underpayments
11.21-11.22

Conclusion
 11.23
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SECTION 11
INTEREST
Regulation Reference:  42 CFR 405.419 and 405.435

OBJECTIVE:
1.
To ensure that interest expense is necessary and proper for the operation, maintenance or acquisition of the provider's facilities.

2.
To ensure that interest included in allowable costs is:

a.
Supported by an agreement that the funds were borrowed.

b.
Identifiable in the provider's accounting records.

c.
Related to the reporting period in which the costs are incurred.

OTHER REFERENCES: 
HCFA-Pub. 15-I, §§200, 2300

Cost Report Forms:
HCFA 2552-83, Worksheet A

HCFA 2552-83, Worksheet A-8

HCFA 2552-83, Worksheet A-8-1

HCFA 2552-83, Worksheet G-3
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                 PROCEDURE
   INITIAL  
WP 

  STEP  
                DESCRIPTION
AND DATE  
REF
                  GENERAL
To be allowable under the Medicare program, interest must be:  (1) supported by evidence of an agreement that funds were borrowed and that payment of interest and repayment of funds are required; (2) identifiable in the provider's accounting records; (3) related to the reporting period in which the costs are incurred; and (4) necessary and proper for the operation, maintenance, or acquisition of the provider's facilities.

11.01
Prepare a summary of existing indebtedness identifying pertinent items to ensure that each loan incurred is supported by acceptable evidence or documentation.

A.
Review copies of loan agreements, notes, mortgage contracts, etc., for pertinent data applicable to each indebtedness such as:

1.
Date of debt;

2.
Principal amount;

3.
Due date (maturity);

4.
Interest rate;

5.
Method of payment;

6.
Balance at the end of the

reporting period;

7.
Amortization schedule, and 

8.
Collateral (if any).
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AUDITOR'S 

                 PROCEDURE
   INITIAL  
WP 

  STEP  
                DESCRIPTION
AND DATE  
REF
B.
Determine source of borrowing and type of indebtedness such as:

1.
Government bond issue;

2.
Provider or community bond issue;

3.
Notes - From individuals or lending institutions;

4.
Interfund:

a.
Restricted fund; and 

b.
Unrestricted fund.

C.
Determine the purpose of indebtedness:

1.
Working Capital;

2.
Mortgage; and 

3.
Construction.

Ascertain that the purpose of the indebtedness is related to patient care.

11.02
If the provider's records do not contain sufficient documentation for the loans incurred, such as those mentioned in 11.01A above, verify each indebtedness by confirming with the respective debtors or lenders.

11.03
Account for all interest claimed on loans identified in the summary (11.01) above.

A.
Determine that the interest incurred on each loan is reasonable, stated on an accrual basis and meets the established rules for being necessary and proper.
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AUDITOR'S
PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
B.
On a test basis, recompute interest expense by

reference to the terms of the loan instruments.

C.
Examine interest expense as shown on the cost

report and compare the amount of interest to

the indebtedness on the provider's balance

sheet for a test of reasonableness.

D.
Obtain or prepare an analysis of interest

expense for the following type of loans:

1.
Working capital;

2.
Long term finance (construction,

expansion and acquisition loans); and

3.
Interfund.

NOTE:  Ensure that interest expense on the

above items has been properly reclassified to:

a.
Building and fixed equipment;

b.
Movable equipment; and 

c.
Administrative and General.

E.
If comparative analysis of the balance

sheet data indicates no reductions to the

outstanding debt balances, determine the

reason the debts are not being repaid.

11.04

If interest expense records are maintained

away from the provider's premises, (such as

the County Treasurer's Office) determine that

the interest is correct and that the debt is

applicable to the provider.

11.05

For all borrowings, abstract the terms of the

loan agreement or instrument and update the

permanent file to include the applicable data

mentioned in 11.01A to 11.01C.
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AUDITOR'S
PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
11.06
Interest on loans for facility or other

tangible asset acquisitions should be reviewed

as follows:

A.
For acquisitions after July 1970,

determine whether the purchase price

exceeds the historical cost or the

cost basis, whichever is appropriate.

If so, the interest expense on that

portion of the loan used to finance

the excess is not considered

reasonably related to patient care

and is not allowable.

B.
For acquisitions prior to August 1970,

determine whether the purchase price

covers the construction or acquisition

of a number of buildings or other

fixed assets.  If so, if any building

or other asset covered by the loan

is not used for purposes related to

patient care, the interest applicable

to such asset is not allowable as a

cost of patient care.

C. 
In accordance with manual instructions,

compute the proportionate part of

interest applicable to assets used for

patient care.

11.07
If funds are borrowed for construction purposes:

A.
Review Worksheet A-7 and balance sheet to

determine the existence and status of the

construction-in-progress.

B.
Ensure that interest cost during the

construction period is capitalized.

C.
Determine that any bond discount and

expense, or bond premium amortized during
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AUDITOR'S
PROCEDURE
   INITIAL    
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STEP

DESCRIPTION
AND DATE   
REF
the period of construction is included

in the capitalized cost of the facility

constructed.

11.08
Where bonds are issued at a premium or discount, ensure that the premium or discount is amortized over the life of the debt.

RECALL OF BONDS BEFORE MATURITY
11.09
A.
Recompute the make-up of debt cancellation

costs--i.e., bond recall penalties,

unamortized bond discounts and expenses,

legal and accounting fees.

1.
Determine that debt cancellation cost was reduced by any unamortized bond premium.

2.
Determine that any cancellation costs attributable to years before the provider entered the program were not included in reimbursable costs.

B.
Determine whether the costs incident to debt cancellation plus the actual cost incurred on the bond during the provider's accounting period were LESS or MORE than the amount of interest cost and amortization expense that would have been allowable in that period had the indebtedness not been cancelled.

1.
If LESS, the cost of debt cancellation, to the extent reasonable, is allowable in the year incurred. Verify the accuracy of debt cancellation costs claimed.
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PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
2.
If MORE, the maximum allowable cost

in that period is the total amount

of interest cost and amortization expense

that would have been allowable in that

period had the indebtedness not been

cancelled. Determine the accuracy of the

calculation of maximum allowable costs.

3.
The full amount will be allowable in

the period incurred when the debt

cancellation costs are less than

50 percent of the amount of

interest cost and amortization expense

that would have been allowable in that

period had the indebtedness not been

cancelled. If the full amount of debt

cancellation cost is claimed, determine

that the 50 percent requirement has been

met and verify the accuracy of the 

total amount claimed.

            GOVERNMENT BOND ISSUES
11.10
Where the facilities are constructed or acquired

with funds raised by the governmental entity by

levying taxes and by borrowing through the device

of issued government bonds:

A.
Determine that the interest costs are allowable.

B.
When governmental bond issues are designated

to meet construction costs for more than one

facility, allow the portion of the interest

costs on these bonds applicable to the

provider where the facility is owned by and

the provider is controlled by the

governmental entity issuing the bonds.
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PROCEDURE
   INITIAL    
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STEP

DESCRIPTION
AND DATE   
REF
C.
Disallow interest costs when funds used to

construct or acquire the governmental

facilities are obtained from the general
purpose funds of the government owner, even

though a portion of the general purpose fund

is raised through bond issue(s).

11.11
HCFA Pub. 15-I, §233 provides for advance refunding of debt and applies to refundings initiated on or after July 1, 1983.  The auditor must determine if there was an advance refunding in the provider's base year.  If so, a review of the base year workpaper file should be made to determine how the following advance refunding costs were treated:

A.
Debt issue cost on refunding debt;

B.
Debt cancellation cost on refunded debt;

C.
Redemption expense;

D.
Annual authority and trustee fees on refunded

debt; and

E.
Interest expense on refunded and refunding

debt.

11.12
Determine if advance refunding costs were treated consistently between the base year and subsequent years cost reports.  If not, determine why the provider deviated from its method of treating advance refunding costs.

11.13
If an advance refunding did not occur in the base year, determine if there was an advance refunding in the cost report year under review by performing the following audit steps:

A.
Review the balance sheet to determine if the provider has any outstanding bond indebtedness.  If so, prepare a worksheet listing the following data:

1.
Total amount of indebtedness;
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AUDITOR'S
PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
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2.
Amount of outstanding bond premium or 

discount;

3.
Bond maturity dates;

4.
Interest rate and annual interest expense; and

5.
A summary of the bond indenture.  

Specifically, details must be provided relative to debt defeasance provisions.

B.
Review Board of Directors minutes to determine if any action was taken applicable to advance refunding of debt.  If board minutes indicate there will be an advance refunding, the auditor must ascertain if the refinancing will be done to replace existing debt prior to its scheduled maturity with new debt.  If so, determine if the purpose is to:

1.
Obtain a lower interest rate;

2.
Improve cash flow;

3.
Remove restrictive covenants; or

4.
Increase borrowing capacity.

C.
From the data obtained in Step ll.13A determine

if advance refunding costs were treated as 

required by HCFA PUB-l5-l, §233.

INTEREST ON LOANS FROM LENDERS RELATED TO THE PROVIDER 
11.14
Review loans from lenders related to the provider through control, ownership or personal relationship to ensure that the interest paid on such loans was treated in accordance with existing regulations:
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PROCEDURE
   INITIAL    
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STEP

DESCRIPTION
AND DATE   
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A.
Determine that any interest payments made

to partners, stockholders or

related organizations are not included in

allowable cost.  If so, disallow the interest 

unless the interest was paid on loans made

before July 1, 1966.

EXCEPTION:  Interest paid on loans made

before July 1, 1966, is allowable

provided that the terms and conditions

of payment of such loans have been

maintained in effect without

modification after June 30, 1966.

B.
For proprietary providers, determine if the

interest is a distribution of profit such

as:

1.
Interest on partner's capital accounts.

2.
Dividends to stockholders.

Determine that such interest has been excluded

from interest expense or other operating

expense.

C.
Determine whether any interest payments

were made to banks or other financial insti-

tutions which have owner(s) of the provider

serving as members of their board of directors

and which lend money to the provider.  If loans

are made to the provider by such organization,

a determination as to whether a personal 

relationship or control exists between the

provider and lending institution should be

made.  This determination will be based on the

facts and circumstances of each case, and the

interest paid should be allowed or disallowed

based on this determination.
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PROCEDURE
   INITIAL    
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STEP

DESCRIPTION
AND DATE   
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11.15

Determine that interest payable to religious

orders (Motherhouse or governing body) from

the prior period has been paid within the next

(current) reporting period, and that a 

contractual agreement exists which calls for

the payment of interest and for the eventual

repayment of the loan.


INTER-FUND RESTRICTED AND              


UNRESTRICTED FUNDS                  

 11.16
Determine that inter-fund interest has been

charged only on loans from donor restricted

funds, loans from qualified pension funds,

or loans from funded depreciation.

A.
If funds are borrowed from the provider's

restricted funds, determine that the interest

rate meets program requirements.  Ascertain

that unrestricted funds were not available

for provider use at the time of borrowing.

B.
If the provider's general fund borrowed from

its own unrestricted funds, ensure that the

interest claimed by the provider is not

included in allowable cost.


FUNDED DEPRECIATION                 

(Same steps would apply for Qualified Pension

Funds--See HCFA Pub. 15-I, §228.)

11.17
Review provider's funded depreciation account to

determine that the account is maintained in

accordance with Medicare instructions.

A.
Determine the accuracy of the amounts deposited to the fund.
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PROCEDURE
   INITIAL    
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STEP
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AND DATE   
REF
B.
Examine the deposits made to the fund to

determine any deposits in excess of

accumulated depreciation.

1.
If excess deposits were made, determine

that income earned by such excess funds

was applied as a reduction of

interest expense.

2.
To be considered as valid funding

transactions, ascertain that deposits

representing depreciation are in the

funded depreciation account for 6

months or more.

C.
Examine the purpose of withdrawals from

the funded depreciation account.

1.
Ensure that the withdrawal was 

used for the purchase of equipment,

improvements of plant, etc.

2.
Determine if withdrawals were made for

purposes other than those listed in Audit

Step C1.  If so, interest income

attributable to funded depreciation should

be offset against interest expense.

3.
Determine that money was not borrowed to

make deposits of funded depreciation. If

so, interest paid by the provider on the

money borrowed must be excluded from

allowable cost.

D.
Review other board restricted funds, which may be viewed as a funded depreciation account, for possible overfunding of depreciation expense.  Investment income earned on excess funded depreciation must be used to offset interest expense.
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AUDITOR’S
PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
INTEREST EXPENSE OF RELATED ORGANIZATIONS 

11.18
Since costs of ownership of the leased facility

are allowable costs of the provider, the

mortgage interest paid by the related organiza-

tion is allowable as an interest cost to the

provider.  If such an arrangement exists, and

mortgage interest is paid by the provider, deter-

mine that the interest paid is reasonable,

necessary and proper (see 11.03 of this

program).


INVESTMENT INCOME                  

11.19
Examine the source of the investment income to

determine if the income should be offset against

interest expense or other appropriate operating

costs.

A.
Analyze investment income by reviewing

board minutes, bank correspondence, and

provider records to:

1.
Determine if the funds are identified

as restricted or unrestricted.

2.
Determine if separate bank accounts

are maintained for restricted funds.

3.
Describe each source of fund as to

purpose using the following categories:

a.
Restricted (board, donor and lender);

b.
Nonrestricted;

c.
Commingled restricted;

d.
Separately maintained;

e.
Type of fund (operations, special

purpose, endowment, plant, etc.);

f.
Related party;
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PROCEDURE
   INITIAL    
WP
STEP
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AND DATE   
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g.
Non-related party;

h.
Funded depreciation;

i.
Sinking fund;

j.
Pension fund; and 

k.
Accounts receivable, insurance

reserves, contingency reserves,

others.

B.
Review the provider's cost report,

Statement of Revenue and Expenses, and

financial statements to determine income

from investments.

C.
Review the cost report for offsets of cost.

If the income in the current period was not

applied as an offset to interest expense, obtain

an explanation.

D.
If a Bond Redemption or Refunding Reserve

Account was maintained, ensure that the 

interest income was offset.

11.20
Determine from the desk review workpapers if any recommendations were made for further review of interest income offsets.  If further review is required, the scope of audit of interest income and expense should be expanded to adequately cover the treatment of interest income offsets between the TEFRA and PPS cost report years.  From the summary made of existing indebtedness in Step ll.0l, determine that the proper offset of interest income was made to long term debt (capital pass-through portion) and working capital (A&G) expense.
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PROCEDURE
   INITIAL    
WP
STEP
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AND DATE   
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11.21
Determine if the provider received Medicare

overpayments and if the intermediary assessed

the provider for interest on the overpayments.

If the provider was assessed interest, determine

if funds were borrowed to pay the interest

assessment.  If interest was paid on the

overpayments from the provider's own funds or

borrowed funds, ascertain that the interest

expense is not included on the cost report.

11.22
If Medicare underpayments were made to the 

provider and the intermediary made interest

payments for the underpayment, ascertain if

offset to interest expense was made by reviewing

the desk review workpapers.

 11.23
Write conclusion on audit procedures performed.
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