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UNITED STATES GENERAL ACCOUNTING OFFICE 
WASHINGTON, D.C. 20548 

HUMAN RESOURCES 

DIVISION 

B-209094 

The Honorable Claude Pepper 
Chairman, Select Committee 

on Aging 
House of Representatives 

Dear Mr. Chairman: 

This report responds to your June 10, 1981, request asking us 
to audit the central office costs of the Autumn Hills Convalescent 
Centers, Inc., a nursing home chain based in Houston, Texas, and 
of the costs of one of the chain's homes in Texas City, Texas. 
These costs had been reported to Texas for use in the State's de- 
velopment of Medicaid payment rates. 

Although the costs reported by Autumn Hills included signifi- 
cant amounts of unallowable or questionable costs, under the State 
rate-setting methodology these amounts had no effect on what Autumn 
Hills and other homes in the State were or would be paid. 

The report includes a recommendation to the Secretary of 
Health and Human Services. At the request of your office, we did 
not take time to obtain agency comments. However, we did obtain 
written comments from Autumn Hills concerning the allowability of 
most of the costs we questioned. These comments are incorporated 
in chapter 3 of the report. 

As arranged with your office, unless you publicly announce the 
report's contents, we plan no further distribution of the report 

r until 15 days from its issue date. At that time, we will send 
copies to interested parties and make copies available to others 
upon request. 

Sincerely yours, 

Bernstein 
Director 
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GENERAL ACCOUNTING OFFICE 
REPORT TO THE CHAIRMAN, 
HOUSE SELECT COMMITTEE ON AGING 

AUDIT OF MEDICAID COSTS 
REPORTED BY AUTUMN HILLS 
CONVALESCENT CENTERS, INC., 
HOUSTON, TEXAS 

DIGEST ------ 

At the request of the Chairman, House Select 
Committee on Aging, GAO examined the allow- 
ability and reasonableness of the central 
office costs reported to Texas by the Autumn 
Hills Convalescent Centers, Inc.--a chain of 
17 nursing homes participating in the Medi- 
caid program. As requested, GAO also examined 
the costs reported by one of Autumn Hills' homes 
which has been associated with allegations of 
poor patient care. In Texas, the costs reported 
by the State's 900 Medicaid nursing homes are 
used to establish statewide Medicaid payment 
rates for the future. (See p. 7.) 

For calendar year 1980, GAO questioned about 
$250,000 (or 18 percent) of the $1,429,000 
reported central office costs. However, under 
the State's rate-setting methodology, these 
questioned costs had no impact on what Autumn 
Hills and other homes in the State will be 
paid. For 1978, the State had audited Autumn 
Hills' central office costs and disallowed about 
$139,000, but these unallowable costs also had 
no impact on the rates. 

This is because, under the State rate-setting 
methodology, costs per day for various categor- 
ies of expenses (e.g., patient care, food, fa- 
cilities, and administration) are compiled for 
the 900 nursing homes in the State and assembled 
in data arrays from the lowest to the highest. 
The costs for the facility at the 60th per- 
centile for each cost category are used to set 
the statewide payment rates for several levels 
of care. Autumn Hills' questionable or unal- 
lowable costs were in the administrative expense 
cost category: however, the Autumn Hills homes 
reported costs generally fell over the 90th 
percentile on the data arrays. Therefore, even 
after eliminating the questionable or unallow- 
able costs, Autumn Hills' remaining administra- 
tive costs were still too high to have any ef- 
fect on the State's payment rates-based on the 
60th percentile. (See p. 13.) 
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GAO believes that under the State rate-setting. 
methodology, it would be very difficult for indi- 
vidual homes or groups of homes to manipulate 
the payment system by overstating reported costs. 
GAO also believes that the State methodology 
provides the State with an opportunity to maxi- 
mize the impact of its nursing home audit efforts 
by focusing greater attention on those relatively 
few facilities whose reported costs actually de- 
termine the payment rates. In the past, the State 
has not availed itself of this opportunity. Since 
the Federal Government is going to share in the 
cost of the State's Medicaid audits, GAO recommends 
that the Department of Health and Human Services 
(HHS) help the State develop a plan to maximize 
the impact of its audits on nursing home payments. 
(See p. 16.) 

Reported central office costs questioned by GAO 
for 1980 and disallowed by the State for 1978 in- 
cluded the following amounts for both years: 

--Personal travel expenses ($14,723). 

--Personal or commingled personal and business 
use of motor vehicles ($121,835). 

--Life insurance premiums for owners and their 
spouses ($61,400). 

--Meals, gifts, parties, etc., for owners, 
employees, and vendors ($86,364). 

--Consultant fees to owners ($12,000). 

Autumn Hills told GAO that most of the costs GAO 
questioned should be considered reasonable and 
allowable as employee fringe benefits. Because 
the State's written criteria on the allowability 
of certain costs is vague and lacks specificity, 
GAO is not in a position to conclude that Autumn 
Hills' views are necessarily incorrect. However, 
in the 1978 audit, the State had disallowed costs 
similar to those questioned by GAO. (See p. 17.) 

GAO also noted that Autumn Hills recognized that 
about $144,000 in central office costs for 1980 
were not allowable and thus, it did not report 
them. (See p. 28.) 
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The Autumn Hills nursing home GAO reviewed also 
overstated allowable costs by about $3,500, but 
these did not affect the State's rates. More 
importantly, however, this home did not have 
enough nurses on duty to meet the State standards 
for about 35 percent of the days during the 3- 
month period in 1980 GAO tested. The State had 
identified similar nursing shortages at this home 
for 1978 and 1979, but not for 1980. The fre- 
quency of these nurse shortages raises questions 
about the level of nursing care actually provided 
to the facility's residents. Unlike another State 
(Oklahoma) in the HHS region, Texas does not re- 
duce payment rates for homes that do not meet 
State staffing standards: therefore, Autumn Hills 
had no financial incentive to hire temporary 
nurses when nurses scheduled for duty did not 
report for work. (See p. 31.) 
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CHAPTER 1 ------.- 

INTRODUCTION - -_ --- -~--. -_ 

In June 1981, we were requested by the Chairman, House Select 
Committee on Aging, to audit (1) the home office costs of the 
Autumn Hills Convalescent Centers, Inc., a nursing home chain l/ 
with its headquarters in Houston, Texas, and (2) the costs of one 
of its nursing homes in Texas City, Texas, which had been asso- 
ciated with allegations of poor care. The chain's 17 homes par- 
ticipated in the federally assisted, State-administered Medicaid 
program which pays for health care for the poor: however, none par- 
ticipated in the federally financed and administered Medicare pro- 
gram which helps pay for the health care for the aged and certain 
disabled, regardless of income. 

Essentially, we were asked to determine (1) whether the 
Autumn Hills' reported headquarters costs, as allocated to the 
individual facilities, were related to patient care: (2) whether 
the Texas City nursing home's reported costs were allowable and 
reasonable; and (3) the effectiveness of the State Medicaid Agency 
in auditing the nursing home chain's costs. 

ADMINISTRATION OF MEDICAID'S 
NURSIKGH-KE P~ocim -- _ -- .._-- -- _-._ __-_ 

Medicaid, authorized by title XIX of the Social Security Act, 
:as amended, is a grant-in-aid program under which the Federal Gov- 
iernment pays from 50 to 77 percent of the costs incurred by States 
'in providing health care services to persons unable to pay for such 
care. In calendar year 1980, the State programs paid $10.3 billion 
Jfor nursing home care of which about $5.7 billion was the Federal 
#share. Medicaid is administered at the Federal level by the Health 
Care Financing Administration (HCFA) within the Department of 
Health and Human Services (HHS). HCFA's and HHS' role in the pro- 
gram is generally to issue regulations and guidelines, review and 
approve State Medicaid plans for Federal financial participation, 
:and monitor the States' performance. 

Section 249 of Public Law 92-603, enacted October 30, 1972, 
required that effective July 1, 1976, Medicaid nursing homes in 
all States be reimbursed on a "reasonable cost-related basis." 
Implementing regulations, however, did not require them to be in 
compliance until January 1, 1978. These regulations also required 
that all nursing homes be audited by the States within 3 years and 
that 15 percent of all homes be audited each year thereafter. 
-_-- ---- --- 

:1/An organization comprised of two or more nursing homes linked 
by common ownership or control is referred to as a chain. 



The Omnibus Reconciliation Act of 1980 (Public Law 96-499) 
modified the cost-related reimbursement requirement by providing 
that States pay for skilled nursing facility and intermediate 
care facility services by using rates which the State finds are 
reasonable and adequate to meet the costs that must be incurred 
by efficiently and economically operated facilities to provide 
care in conformity with applicable State and Federal laws, regu- 
lations, and quality and safety standards. The Omnibus Budget 
Reconciliation Act of 1981 (Public Law 97-35) modified the audit 
requirements by providing that, "The agency must provide for 
periodic audits of the financial and statistical records of par- 
ticipating providers." 

There are two types of nursing homes eligible to participate 
in Medicaid. One type is called a skilled nursing facility (SNF) 
which is designed to care for patients whose requirements are such 
that the need for professional nursing services is demonstrated 
and documented. All States must provide SNF care under their 
Medicaid programs. The second type of nursing home is called an 
intermediate care facility (ICF) which is designed to care for 
patients who due to physical or mental condition require super- 
vision, protection, or assistance. ICF care is an optional service 
under the Medicaid law. 

Nursinq home program in Texas 

There are 1,085 nursing homes participating in Medicaid in 
Texas of which 78 are classified as SNFs, 868 are ICFs, and 139 
are combination facilities. Of the 1,085 facilities, 1,019 are 
proprietary: 24 are private, nonprofit: and 42 are owned and 
operated by some governmental unit. 

There are two State agencies involved in administering the 
nursing home program in Texas. The Texas Department of Human Re- 
sources (State Medicaid Agency) promulgates the applicable rules, 
develops and administers the payment system, and carries out the 
audit function. The Texas Department of Health, under contract 
with the State Medicaid Agency, makes the inspections of the homes 
to see that they meet the various health and safety standards re- 
quired for participation in Medicaid and reviews the need for 
admission and level of nursing home care required by Medicaid 
patients. 

HISTORY OF THE DEVELOPMENT 
OF AUTUMN HILLS 

Autumn Hills Convalescent Centers, Inc. (hereafter referred 
to as Autumn Hills or the Company) was chartered as a Texas Cor- 
poration in 1973. It operates a chain of 17 nursing homes in 
13 cities located principally in southeast and central Texas. 
Autumn Hills owns 12 of 17 homes operated by it and leases 5, 

2 



1 from a related organization. L/ It owns an 18th home but 
leases it to an affiliate for operation. Autumn Hills is head- 
quartered in Houston, Texas, and employs about 1,000 people. 

As of December 31, 1980, Autumn Hills' homes had 1,910 beds 
licensed by the Texas Department of Health (Health Department). 
All but two of these beds were contracted out to the Medicaid 
Agency as "Medicaid" beds: 456 beds for skilled care patients and 
1,452 for intermediate care patients. On December 31, 1980, Autumn 
Hills' 17 homes housed 1,710 patients or residents--l,392 Medicaid 
and 318 private --for an overall occupancy rate of 90 percent. The 
Company's President owns 79 percent of Autumn Hills' outstanding 
capital stock, and a local businessman owns the remaining 21 per- 
cent. The minority owner is not employed by Autumn Hills. 2/ 

The Company's origin can be traced back through several en- 
tities and ownership combinations to 1963 when the current majority 
owner purchased 1 of the existing 17 homes and began operating it 
the following year. An additional home was opened in 1964, 3 more 
were added by 1968, and the remaining 12 were added between 1972 
and 1978. The latest purchase was in 1980 when the Company bought 
a home it had leased since 1977. (A list of the Autumn Hills' 
homes and when they were acquired is in app. I.) The Company cur- 
rently plans to construct a 240-bed facility in Galveston, Texas, 
when financing can be arranged. 

The Company's central office was established in 1970 to cen- 
tralize payroll, accounting, and management functions, but the 
procurement function was not centralized until late 1980. The 
central office houses about 29 persons, including the Company 
officers and other management, financial, and administrative per- 
sonnel, who direct operations at the 17 homes through individual 
home administrators. 

In 1979 the Health Department began a system of grading in- 
,dividual SNF and ICF sections of nursing homes annually to identify 
and recognize those that were deemed superior. If either the SNF 
or ICF section receives a superior rating, the entire home is con- 
sidered superior. Fifteen of the Autumn Hills homes have received 
superior ratings in at least 1 year over the period from 1979 to 
1981. Three homes were rated superior all 3 years, and two have 
never received a superior rating. 
--___--.--- - 

&/This refers to organizations which are related by common owner- 
ship or control. 

L/In late 1980 these two owners purchased a third owner's interest 
in the Company. 



Autumn Hills received unqualified opinions on its 1978, 1979, 
and 1980 financial statements from the accounting firm of Alexander 
Grant and Company. These statements, which include accounts for 
a subsidiary and a joint venture related through common owner- 
ship, show that Autumn Hills' 1980 financial position has improved 
over the 1978 and 1979 levels, but its profitability during the 
period has declined, As of December 31, 1980, the Company had 
assets of $10,744,610, liabilities of $10,006,258, and equity of 
$738,352. The statements showed a pretax profit in 1980 of $30,539. 
(Apps. II and III present a more detailed balance sheet and income 
statement data.) 

History of Texas City home .-- --- -- 

Autumn Hills purchased the 62-bed Texas City home in 1972 and 
constructed a 58-bed addition in 1973. It contracted with the Medi- 
caid Agency to provide 60 SNF and 60 ICF beds. As of December 31, 
1980, the home had 100 Medicaid patients (42 SNF and 58 ICF), 
15 private patients, and 4 Veterans Administration patients for a 
total resident population of 119. It employed 79 persons at the 
time of our visit. Autumn Hills refinanced the home in 1978 to 
generate working capital. A new loan was obtained and used to 
pay off the existing mortgage. The balance was used for working 
capital. 

The Medicaid Agency withheld Medicaid payments to the Texas 
City home on four separate occasions during 1978 and 1979 for 
serious deficiencies in compliance with Medicaid health and safety 
standards and for failure to correct the deficiencies. The defi- 
ciencies included inadequate dietary, pharmacy, and nursing serv- 
ices. The Health Department recommended decertification of the 
home in August 1979, but reconsidered after the home made a number 
of improvements. Serious nursing service deficiencies have kept 
the Health Department from awarding the home a superior rating. 

OBJECTIVE-SES-S-CGPE, AND METHODOLOGY _-.- .- -- - _----.---.- -- --- 

In addition to an audit of reported costs as requested by the 
Committee, we added two objectives with the concurrence of the Com- 
mittee staff. First, we established an objective of determining 
how the costs reported by Autumn Hills and audited by us affected 
the rate-setting methodology employed by the State and thus the 
Medicaid payments received by the Company and other homes in the 
State. Second, we established an objective of determining whether 
certain reported nursing care deficiencies at the Texas City home 
were applicable to the more current 1980 period covered by our 
review. 

We carried out extensive audit work at the Company central 
office in Houston and at the State Medicaid Agency and the Health 
Department in Austin, Texas, and conducted more limited audit work 
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at the HCFA Regional Office in Dallas; the Autumn Hills facility 
in Texas City, Texas: and the Texas Medicaid Fraud Control Unit 
in Austin, Texas. 

In reviewing the reasonableness and allowability of Autumn 
Hills' reported costs, we focused on calendar years 1978 through 
1980. For 1978, we examined the audit reports and related work- 
ing papers prepared for the State Medicaid Agency by the account- 
ing firm of Deloitte, Haskins, and Sells (Deloitte). These audit 
reports covered the Company's central office costs and the costs 
reported for 17 individual facilities. This enabled us to identify 
the types and extent of costs previously disallowed and to obtain 
some insight into the effectiveness of the Medicaid Agency's cost 
audits relating to the chain. 

At Autumn Hills central office and at the Texas City facility, 
we originally planned to test transactions for calendar years 1979 
and 1980 and project our results for each year. For 1980 we se- 
lected 2 months with extensive activity in most cost categories, 
examined all transactions in the accounts for the 2 months and, 
depending on the type of cost involved (one-time or recurring), 
projected the results for the year. We examined individual ex- 
penditures for reasonableness, relationship to patient care, and 
allowability according to Medicaid Agency criteria or, where the 

criteria were vague or insufficient, according to whether the 
State had considered such costs as unallowable in prior years. 
Using the amount of unallowable costs identified, we projected an 
annual total excluding those one-time costs included. We used the 
same approach for the Texas City facility except that we used only 
one test month because of time constraints. 

After analyzing the results of our 1980 tests and the results 
of the audit by Deloitte for 1978, we concluded that tests of the 
1979 reported costs were not warranted because we believed that 
the results would be about the same and, because as discussed in 
chapter 2, under the State's rate-setting methodology, our findings 
would have little or no effect on what the Company was paid. 

As part of our examination of reported costs, we obtained and 
analyzed incorporation data from the Texas Secretary of State for 
about 55 company vendors and other organizations to try to deter- 
mine if there were significant undisclosed related organization 
transactions with these vendors and organizations. Also, at the 
Texas City facility, we examined how the facility was managing and 
accounting for the patients' personal funds held in trust by the 
Company because our prior work had indicated that this area was 
a problem in many nursing homes in the country. L/ 

( l/"Improvements Needed in the Managing and Monitoring of Patients - 
, Funds Maintained by Skilled Nursing Facilities and Intermediate 
I Care Facilities" (MWD-76-102, Mar. 18, 1976). 
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To determine how the costs reported by Autumn Hills impacted 
on the rate-setting methodology employed by the State, we made an 
evaluation of this methodology and obtained from the State Medi- 
caid Agency information as to where the Company's reported costs 
as adjusted by the agency were included in the various data arrays 
and rate-setting computations developed by it. 

To determine whether the health and safety deficiencies at 
the Texas City facility had been corrected, we examined Department 
of Health reports on inspections made at the home for 1978, 1979, 
1980, and 1981 to quantify the nature and type of deficiencies 
identified by the State. We also examined time and attendance 
reports for licensed nurses employed at Texas City for 3 months 
in calendar year 1980 to see whether the nurse staffing met the 
State's standards. 

Our work at the HCFA regional office and the Medicaid State 
Fraud Control Unit was primarily to obtain general information 
on the operation of the program and on the Company's activities. 

Our review was made in accordance with the Comptroller Gen- 
eral's current standards for audits of governmental organizations, 
programs, activities, and functions. 
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CHAPTER 2 ---- .- 

THE TEXAS NURSING HOME -.---~--- 

PAYMENT SYSTEM -- 

Texas uses a statewide prospective reimbursement or payment 
system to pay its nursing homes, It is prospective, in that the 
payment rates for a particular period of time are based on costs 
incurred during a prior period. In contrast to a retrospective 
reimbursement system, such as Medicare, the payment rates for a 
specified period are not adjusted based on actual cost experience. 
Traditionally, a prospective system has been viewed as preferable 
to a retrospective system since the former provides operators with 
'a strong incentive to hold down their costs whereas the latter 
does not. Under the State's nursing home payment system and rate- 
setting methodology, none of the Company's reported costs for 1978 
or 1980 which we or the State considered unallowable or question- 
able had any effect on what the Company was paid or will be paid. 

NURSING HOME PAYMENT SYSTEM .--.-- -.-- - --------.--- --- 
AND RATE-SETTING METHODOLOGY - - - _-__ -.--__--.~.-.~.- -------- 

The current Texas Medicaid payment system for nursing homes, 
#which went into effect on January 1, 1979, develops per diem pay- 
ment rates on a prospective basis which are uniform statewide for 

,each level or class of service. All homes in the State receive 
payment based on the same rate for each respective day of skilled 
care and the two levels of intermediate care provided. A/ 

'Method of computing rates -_. -- --- .- 

Per diem rates are determined on a statewide basis using fi- 
nancial and statistical information from annual cost reports sub- 
mitted by about 900 participating facilities. 2/ The allowable 
costs included in these reports are adjusted for such things as 
nonpatient revenues which offset expenses and for computed minimum 
occupancy levels. The costs are further adjusted to recognize 
inflation and other Federal or State indexes to arrive at the 
projected costs for a future period. The cost report years used 
to develop rates for specific periods of time are shown in the 
following table. 

) l/Texas plans to change to one level of intermediate care. 

Z/Not all nursing home cost reports are used in the State's data 
arrays. For example, if a facility changed ownership during 
the year or was in operation for only a part of a year, its 
reported costs would be excluded. 
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