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Dear Mr. Brown: 
 
Enclosed is the U.S. Department of Health & Human Services (HHS), Office of Inspector 
General (OIG), final report entitled Review of Select Medicare Conditions of Participation and 
Costs Claimed at Hillsboro Area Hospital from April 1, 2004, Through June 30, 2006.  We will 
forward a copy of this report to the HHS action official noted on the following page for review 
and any action deemed necessary. 
 
The HHS action official will make final determination as to actions taken on all matters reported. 
We request that you respond to this official within 30 days from the date of this letter.  Your 
response should present any comments or additional information that you believe may have a 
bearing on the final determination. 
 
Section 8L of the Inspector General Act, 5 U.S.C. App., requires that OIG post its publicly 
available reports on the OIG Web site.  Accordingly, this report will be posted at 
http://oig.hhs.gov. 
 
If you have any questions or comments about this report, please do not hesitate to call me, or 
contact Jaime Saucedo, Audit Manager, at (312) 353-8693 or through email at 
Jaime.Saucedo@oig.hhs.gov

 

.  Please refer to report number A-05-07-00082 in all 
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       for Audit Services 
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The mission of the Office of Inspector General (OIG), as mandated by Public Law 95-452, as amended, is 
to protect the integrity of the Department of Health & Human Services (HHS) programs, as well as the 
health and welfare of beneficiaries served by those programs.  This statutory mission is carried out 
through a nationwide network of audits, investigations, and inspections conducted by the following 
operating components: 
 
Office of Audit Services 
 
The Office of Audit Services (OAS) provides auditing services for HHS, either by conducting audits with 
its own audit resources or by overseeing audit work done by others.  Audits examine the performance of 
HHS programs and/or its grantees and contractors in carrying out their respective responsibilities and are 
intended to provide independent assessments of HHS programs and operations.  These assessments help 
reduce waste, abuse, and mismanagement and promote economy and efficiency throughout HHS.  
        
Office of Evaluation and Inspections 
 
The Office of Evaluation and Inspections (OEI) conducts national evaluations to provide HHS, Congress, 
and the public with timely, useful, and reliable information on significant issues.  These evaluations focus 
on preventing fraud, waste, or abuse and promoting economy, efficiency, and effectiveness of 
departmental programs.  To promote impact, OEI reports also present practical recommendations for 
improving program operations. 
 
Office of Investigations 
 
The Office of Investigations (OI) conducts criminal, civil, and administrative investigations of fraud and 
misconduct related to HHS programs, operations, and beneficiaries.  With investigators working in all 50 
States and the District of Columbia, OI utilizes its resources by actively coordinating with the Department 
of Justice and other Federal, State, and local law enforcement authorities.  The investigative efforts of OI 
often lead to criminal convictions, administrative sanctions, and/or civil monetary penalties. 
 
Office of Counsel to the Inspector General 
 
The Office of Counsel to the Inspector General (OCIG) provides general legal services to OIG, rendering 
advice and opinions on HHS programs and operations and providing all legal support for OIG’s internal 
operations.  OCIG represents OIG in all civil and administrative fraud and abuse cases involving HHS 
programs, including False Claims Act, program exclusion, and civil monetary penalty cases.  In 
connection with these cases, OCIG also negotiates and monitors corporate integrity agreements.  OCIG 
renders advisory opinions, issues compliance program guidance, publishes fraud alerts, and provides 
other guidance to the health care industry concerning the anti-kickback statute and other OIG enforcement 
authorities. 

 



 
Notices 

 
 

 
 

THIS REPORT IS AVAILABLE TO THE PUBLIC 
at http://oig.hhs.gov 

 
Section 8L of the Inspector General Act, 5 U.S.C. App., requires 
that OIG post its publicly available reports on the OIG Web site.  

 
OFFICE OF AUDIT SERVICES FINDINGS AND OPINIONS 

 
The designation of financial or management practices as 
questionable, a recommendation for the disallowance of costs 
incurred or claimed, and any other conclusions and 
recommendations in this report represent the findings and 
opinions of OAS.  Authorized officials of the HHS operating 
divisions will make final determination on these matters. 
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EXECUTIVE SUMMARY 
 

BACKGROUND  
  
Section 4201 of the Balanced Budget Act of 1997, P.L. No. 105-33, Social Security Act, § 1820, 
42 U.S.C. § 1395i-4, authorized States to establish Medicare Rural Hospital Flexibility Programs 
and to designate certain facilities as Critical Access Hospitals (CAH).  CAHs must meet certain 
Medicare Conditions of Participation (CoP) (42 CFR pt. 485, subpart F) and guidelines 
established by the Centers for Medicare & Medicaid Services (CMS), which administers the 
Medicare program.   
 
Section 405(e) of the Medicare Prescription Drug, Improvement, and Modernization Act of 2003 
(MMA), P.L. No. 108-173, Social Security Act, § 1820(c)(2)(B)(iii), 42 U.S.C. § 1395i-
4(c)(2)(B)(iii), allowed CAHs to have up to 25 inpatient beds that could be used for acute care or 
swing-bed services, with CMS approval.  Section 405(a) of the MMA, Social Security Act §§ 
1814(l), 1834(g)(1) and 1883(a)(3), 42 U.S.C. §§ 1395f(l), 1395m(g)(1) and 1395tt(a)(3), 
allowed CAHs to receive Medicare reimbursement totaling 101 percent of allowable, allocable, 
and reasonable costs for payments for services furnished during cost reporting periods beginning 
on or after January 1, 2004. 
 
Hillsboro Area Hospital, Inc. (the hospital), located in Hillsboro, Illinois, is a not-for-profit 
corporation owned by Hillsboro Area Health System.  On April 1, 2004, the State of Illinois 
designated the hospital a CAH providing inpatient and outpatient services.  The hospital received 
Medicare reimbursement totaling $9.1 million for costs reported on its 2004, 2005, and 2006 
Medicare cost reports. 
 
OBJECTIVES 
 
Our objectives were to determine whether the hospital complied with select Medicare CoP and 
reported costs that were allowable, allocable, and reasonable on its 2004, 2005, and 2006 
Medicare cost reports. 
 
SUMMARY OF FINDINGS  
 
The hospital was not always compliant with Medicare CoP, did not properly disclose rental 
costs, and reported unallowable entertainment costs on its Medicare cost reports.  Specifically, 
on November 27, 2007, we observed that the hospital maintained 26 beds, one more than the 25 
bed limit allowed under the Medicare CoP.  The hospital did not believe that the one bed (crib) 
should be included within its inventory of available beds because it was a temporary crib used 
for training purposes.  The hospital said it recently changed the bed configuration to include 24 
adult beds and one crib, for a total of 25 maintained beds and is currently in compliance with the 
CoP.   
 
The hospital did not properly disclose $10,844 for related party rental costs and reported $2,030 
for unallowable entertainment costs on its Medicare cost reports.  
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RECOMMENDATIONS 
 
We recommend that the hospital: 
 

• ensure that it remains compliant with the Medicare CoP related to the 25 bed limit for 
inpatient beds,  

 
• revise and resubmit its 2005 and 2006 Medicare cost reports to properly reflect the 

disclosure of $10,844 for related party rental costs and the exclusion of the $2,030 in 
unallowable entertainment costs, and 

 
• ensure that it properly reflects the disclosure of related party transactions and only 

reports allowable costs on future Medicare cost reports. 
 
HOSPITAL COMMENTS 
 
In written comments on our draft report, the hospital disagreed with our findings related to 
noncompliance with the 25 inpatient bed limit and rental costs and agreed with our finding 
related to entertainment costs.   
 
Regarding the 25 bed limit, the hospital said that at the time of our visit, one crib was 
temporarily used for training purposes and it was removed when the training was completed.  
The hospital said it recently changed the bed configuration to include 24 adult beds and one crib, 
for a total of 25 maintained beds and is currently in compliance with the CoP. 
 
Regarding the rental costs, the hospital raised four issues.  The hospital said that: 
 

• based on comparable available commercial space, it had acted as a prudent buyer in 
renting space for its physical therapy department;  

  
• in transactions between related parties, the amount one party charges the other is 

irrelevant and that only costs incurred by a related party are relevant as long as the costs 
do not exceed the cost of obtaining the item in the open market; 

 
• offsetting revenue from the rental of land against costs for space is not appropriate from 

either an accounting or cost reporting standpoint; and 
 

• based on a recent purchase by its parent corporation, offsetting rental costs by the market-
based rental of land would be of minimal impact. 

 
The hospital’s comments are included in their entirety as the Appendix, except for personally 
identifiable information.    
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OFFICE OF INSPECTOR GENERAL RESPONSE 
 
After reviewing the hospital’s comments, we revised our finding and recommendation related to 
the 25 bed limit.  Specifically, we reduced the number of beds from 37 in our draft report to 26 
beds by excluding the beds in storage.  However, we maintain that the crib was available for use 
by the hospital contrary to the Federal requirements.  The hospital’s recent change to a bed 
configuration of 24 adult beds and one crib made the hospital compliant with the CoP.   
 
Regarding the hospital’s comments on rental costs, we revised our finding and recommendation.  
Specifically, we changed our finding from determining that the $10,844 in related party rental 
costs was unreasonable to the provider not properly reporting the rental costs on its Medicare 
cost report.  
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INTRODUCTION 
 
BACKGROUND  
 
Critical Access Hospitals 
 
Section 4201 of the Balanced Budget Act of 1997, P.L. No. 105-33, Social Security Act, § 1820, 
42 U.S.C. § 1395i-4, authorized States to establish Medicare Rural Hospital Flexibility Programs 
and to designate certain facilities as Critical Access Hospitals (CAH).  CAHs must meet certain 
Medicare Conditions of Participation (CoP) (42 CFR pt. 485, subpart F) and guidelines 
established by the Centers for Medicare & Medicaid Services (CMS), which administers the 
Medicare program.   
 
Section 405(e) of the Medicare Prescription Drug, Improvement, and Modernization Act of 2003 
(MMA), P.L. No. 108-173, Social Security Act, § 1820(c)(2)(B)(iii), 42 U.S.C. § 1395i-
4(c)(2)(B)(iii), allowed CAHs to have up to 25 inpatient beds that could be used for acute care or 
swing-bed services, with CMS approval.1

 

  Section 405(a) of the MMA, Social Security Act §§ 
1814(l), 1834(g)(1) and 1883(a)(3), 42 U.S.C. §§ 1395f(l), 1395m(g)(1) and 1395tt(a)(3), 
allowed CAHs to receive Medicare reimbursement totaling 101 percent of allowable, allocable, 
and reasonable costs for payments for services furnished during cost reporting periods beginning 
on or after January 1, 2004.  

Hillsboro Area Hospital, Inc. 
 
Hillsboro Area Hospital, Inc. (the hospital), located in Hillsboro, Illinois, is a not-for-profit 
corporation owned by Hillsboro Area Health System.  On April 1, 2004, the State of Illinois 
designated the hospital a necessary provider and CAH under 42 CFR § 485.606.  The hospital 
provides inpatient and outpatient services.  The hospital received Medicare reimbursement 
totaling $9.1 million for costs reported on its 2004, 2005, and 2006 Medicare cost reports. 
  
OBJECTIVES, SCOPE, AND METHODOLOGY 
 
Objectives  
 
Our objectives were to determine whether the hospital complied with select Medicare CoP and 
reported costs that were allowable, allocable, and reasonable on its 2004, 2005, and 2006 
Medicare cost reports. 

                                                 
1 A swing-bed can be used interchangeably for either inpatient care or skilled nursing care.  A patient 
“swings” or transitions from receiving inpatient services to receiving skilled nursing services. 
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Scope 
 
We reviewed the hospital’s compliance with select Medicare CoP and costs reported for the 
period April 1, 2004, through June 30, 2006.2

 
   

We limited our internal control review to obtaining an overall understanding of the hospital’s 
policies and procedures for complying with the Medicare CoP and reporting costs on its 
Medicare cost reports.   
 
We performed our fieldwork at the hospital located in Hillsboro, Illinois
 

. 

Methodology 
 
To accomplish our objectives, we: 
 

• reviewed applicable Federal CAH requirements; 
 
• reviewed the hospital’s policies and procedures related to compliance with select 

Medicare CoP and cost reporting requirements;  
 
• observed the number of inpatient beds available for use on November 27, 2007, and 

reviewed inventory records and depreciation schedules for the audit period; and 
 
• analyzed the hospital’s financial statements and judgmentally reviewed $102,630 in costs 

from Medicare cost reports for the audit period and determined whether reported costs 
were allowable, allocable, and reasonable. 

 
 
We conducted this performance audit in accordance with generally accepted government 
auditing standards.  Those standards require that we plan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for our findings and conclusions 
based on our audit objectives.  We believe that the evidence obtained provides a reasonable basis 
for our findings and conclusions based on our audit objectives.  
 

FINDINGS AND RECOMMENDATIONS 
 

 The hospital was not always compliant with Medicare CoP, did not properly disclose rental 
costs, and reported unallowable entertainment costs on its Medicare cost reports.  Specifically, 
on November 27, 2007, we observed that the hospital maintained 26 beds, one more than the 25 
bed limit allowed under the Medicare CoP.  The hospital did not believe that the one bed (crib) 
should be included within its inventory of available beds because it was a temporary crib used 
for training purposes.   
 

                                                 
2 The hospital’s Medicare cost reporting period is July 1 through June 30.  The hospital became a CAH in  
April 1, 2004.  We reviewed three cost reporting periods: the 3 month period starting April 1, 2004 through  
June 30, 2004, and the two 12-month cost reporting periods ending June 30, 2005 and 2006.  
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The hospital did not properly disclose $10,844 for related party rental costs and reported $2,030 
for unallowable entertainment costs on its Medicare cost reports.   
 
AVAILABLE INPATIENT BEDS EXCEEDED 25 BED LIMIT  
 
The hospital was noncompliant with a Medicare CoP because it maintained more inpatient beds 
than allowed.   
 
Federal Requirements 
 
Federal regulations at 42 CFR § 485.620(a) state that CAHs may not maintain more than 25 
inpatient beds after January 1, 2004, that can be used for either inpatient or swing-bed services.  
Additionally, the CMS State Operations Manual, Pub. No. 100-7, Appendix W, Tag C-0211, 
states, “Any hospital-type bed located in or adjacent to any location where the bed could be used 
for inpatient care counts toward the 25 bed limit.”3

 
   

Observation of Available Inpatient Beds 
 
On November 27, 2007, we observed a total of 26 inpatient beds that were available for use by 
the hospital; one more than the 25 bed limit allowed by Medicare CoP.  The 26 beds consisted of 
25 inpatient beds and a crib4

 
 in the acute care section of the hospital.  

The hospital did not believe that the crib in the acute care section of the hospital should be 
included within the 25 bed limit because the crib was in the inpatient care area temporarily for 
training purposes.   
 
DISCLOSURE OF RELATED PARTY RENTAL COSTS 
 
Federal Requirements 
 
42 CFR § 413.17(a) and Chapter 10, section 1000 of the Provider Reimbursement Manual 
provide that costs applicable to facilities furnished to the provider by a related organization5

 

 are 
allowable “at the cost to the related organization.”  Moreover, 42 CFR § 413.17(a) states that, 
“such cost must not exceed the price of comparable services, facilities, or supplies that could be 
purchased elsewhere.”  

CMS’s instructions for Form CMS-2552-96 in Part 2, Chapter 36, section 3614 of the Provider 
Reimbursement Manual state that worksheet A-8-1 is to be used by providers to include 
information for reporting costs of services from related organizations.  Part A of the worksheet 

                                                 
3 The revised version of Tag C-0211 published by CMS in Transmittal 34, effective April 4, 2008, does not contain 
this sentence. 
  
4 The CMS State Operations Manual, Pub. No. 100-7, Appendix W, Tag C-0211 lists certain beds that do 
not count toward the 25 bed limit.  The list does not exclude cribs from counting towards the limit.  
 
5 The term “related to the provider” is defined at 42 CFR § 413.17. 
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would show allowable cost at the cost to the related organizations with Part B showing the 
relationship to the organizations identified in Part A.   
 
Rental Costs 
 
Contrary to CMS’s instructions, the hospital did not properly disclose $10,844 for related party 
rental costs on Worksheet A-8-1 of its 2006 Medicare cost report. 
 
UNALLOWABLE ENTERTAINMENT COSTS 
 
The hospital reported $2,030 for unallowable entertainment costs on its 2005 Medicare cost 
report. 
 
Federal Requirements 
 
The CMS “Provider Reimbursement Manual Part 1, Publication 15, chapter 21, section 2105.8, 
titled “Cost of Entertainment,” states, “Costs incurred by providers for entertainment, including 
tickets to sporting or other events . . ., are not allowable.”   
 
Entertainment Costs 
 
Contrary to Medicare requirements, the hospital included $2,030 in unallowable entertainment 
costs on its 2005 Medicare cost report for employees to attend a professional sporting event. 
 
RECOMMENDATIONS 
 
We recommend that the hospital: 
 

• ensure that it remains compliant with the Medicare CoP related to the 25 bed limit for 
inpatient beds, 

  
• revise and resubmit its 2005 and 2006 Medicare cost reports to properly reflect the 

disclosure of $10,844 for related party rental costs and the exclusion of the $2,030 in 
unallowable entertainment costs, and 

 
• ensure that it properly reflects the disclosure of related party transactions and only 

reports allowable costs on future Medicare cost reports. 
 

HOSPITAL COMMENTS 
 
In written comments on our draft report, the hospital disagreed with our findings related to 
noncompliance with the 25 inpatient bed limit and rental costs and agreed with our finding 
related to entertainment costs.   
 
Regarding the 25 bed limit, the hospital said that at the time of our visit, the inpatient unit 
consisted of 25 adult beds and that one crib was temporarily used for training purposes and was 
removed when the training was completed.  The hospital said it recently changed the bed 
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configuration to include 24 adult beds and one crib, for a total of 25 maintained beds and is 
currently in compliance with the CoP. 
 
Regarding the rental costs, the hospital raised four issues.  The hospital said that: 
 

• based on comparable available commercial space, it had acted as a prudent buyer in 
renting space for its physical therapy department;  

  
• in transactions between related parties, the amount one party charges the other is 

irrelevant and that only costs incurred by a related party are relevant as long as the costs 
do not exceed the cost of obtaining the item in the open market; 

 
• offsetting revenue from the rental of land against costs for space is not appropriate from 

either an accounting or cost reporting standpoint; and 
 

• based on a recent purchase by its parent corporation, offsetting rental costs by the market-
based rental of land would be of minimal impact. 

 
The hospital’s comments are included in their entirety as the Appendix, except for personally 
identifiable information.  
 
OFFICE OF INSPECTOR GENERAL RESPONSE 
 
After reviewing the hospital’s comments, we revised our finding and recommendation related to 
the 25 bed limit.  Specifically, we reduced the number of beds from 37 in our draft report to 26 
beds by excluding the beds in storage.  However, we maintain that the crib was available for use 
by the hospital contrary to the Federal requirements.  The hospital’s recent change to a bed 
configuration of 24 adult beds and one crib made the hospital compliant with the CoP.   
 
Regarding the hospital’s comments on rental costs, we revised our finding and recommendation.  
Specifically, we changed our finding from determining that the $10,844 in related party rental 
costs was unreasonable to the provider not properly reporting the rental costs on its Medicare 
cost report.     
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