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To: Timothy Gruenes  
Director, Asset Management and Lender Relations, HPAB 

  //Signed// 

From:  Ann Marie Henry  
Regional Inspector General for Audit, Boston Region, 1AGA 

Subject:  The Riverside Health and Rehabilitation Center, East Hartford, CT, Was Not 
Operated Under the Required Controlling Documents of the Section 232 Program  

  
Attached is the U.S. Department of Housing and Urban Development (HUD), Office of Inspector 
General’s (OIG) final results of our audit of the Riverside Health and Rehabilitation Center. 
 
HUD Handbook 2000.06, REV-4, sets specific timeframes for management decisions on 
recommended corrective actions.  For each recommendation without a management decision, 
please respond and provide status reports in accordance with the HUD Handbook.  Please furnish 
us copies of any correspondence or directives issued because of the audit. 
 
The Inspector General Act, Title 5 United States Code, section 8M, requires that OIG post its 
publicly available reports on the OIG website.  Accordingly, this report will be posted at 
http://www.hudoig.gov. 
 
If you have any questions or comments about this report, please do not hesitate to call me at  
617-994-8345. 
 

  

http://www.hudoig.gov/


 

 

 

 

Highlights 

What We Audited and Why 
We audited the Federal Housing Administration-insured nursing home, Riverside Health and 
Rehabilitation Center (the project), of East Hartford, CT, based on our risk assessment of nursing 
homes in the New England region.  Additionally, the U.S. Department of Housing and Urban 
Development (HUD) identified the project as potentially troubled as of January 9, 2017, and four 
physical inspections performed by HUD’s Real Estate Assessment Center, dating back to 2010, 
identified one or more deficiencies.  Our audit objective was to determine whether the project was 
operated in accordance with its regulatory agreement and HUD requirements. 

What We Found 
Although the operator generally complied with the regulatory requirements tested, it did not 
operate in accordance with HUD requirements by not completing the required controlling 
documents.  The uncompleted documents included the management agent agreement and 
management agent certification with a related management agent.  The operator entered into a 
services agreement with the management agent, which did not have a fee structure that complied 
with HUD requirements.  In addition, the operator did not have a HUD-compliant operating lease 
with the owner because the required operating lease addendum was not completed.  These 
deficiencies occurred because the operator thought the services agreement it operated under was 
appropriate so it did not inform HUD that the project had a management agent, and the operator 
and owner were not aware that they needed to complete the operating lease addendum.  As a 
result, the operator paid more than $2.6 million in unsupported management fees in fiscal years 
2015 and 2016.  Also, without the required management agent documents or a HUD-compliant 
operating lease, HUD and the owner may not have had the authority to hold the operator 
accountable, and the operator may not have had the authority to hold the management agent 
accountable for improper business associated with the project. 

What We Recommend 
We recommend that HUD’s Director of Asset Management and Lender Relations require the 
owner to (1) require the operator to complete the management agent documents with the 
management agent or seek reimbursement for the more than $2.6 million in unsupported 
management fees paid in fiscal years 2015 and 2016 and (2) submit the operating lease for HUD 
review and complete the operating lease addendum in accordance with HUD requirements.    
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Background and Objective 

Section 232 of the National Housing Act authorizes the Federal Housing Administration (FHA) 
to insure mortgages made by private lenders to finance nursing homes and other eligible 
facilities.  The Office of Residential Care Facilities (ORCF), under the U.S. Department of 
Housing and Urban Development (HUD), Office of Healthcare Programs, manages the Section 
232 program.  Federal regulations at 24 CFR (Code of Federal Regulations) 200.105(a) require 
HUD to regulate FHA-insured borrowers by means of a regulatory agreement, providing terms, 
conditions, and standards established by HUD.  
 
The Riverside Health and Rehabilitation Center (the project), of East Hartford, CT, is a 345-bed 
for-profit nursing home facility that is owned by Riverside Health Care Realty LLC (the owner).  
The project is operated by a related company, Riverside Health Care Center, Inc. (the operator).  
The facility is licensed by the Connecticut Department of Health and participates in the Medicare 
and Medicaid programs.  The mortgage was refinanced in 2011 under section 223(a)(7) of the 
National Housing Act of 1937 with a principal balance of more than $17.8 million.  As of 
December 31, 2016, the mortgage was current and had an unpaid principal balance of more than 
$15.3 million. 

On April 1, 2003, the operator entered into a services agreement with a related company, 
National Health Care Associates, Inc. (the management agent), to perform operational services 
for the project.  Those services included budgeting; human resources, including assisting in the 
hiring and firing of management personnel; corporate compliance; management of maintenance 
and housekeeping; computer services; bookkeeping and accounting; purchasing; legal services; 
and marketing.  The services agreement extended automatically each year.  During our audit 
period, October 1, 2014, through September 30, 2016, the operator paid the management agent 
fees of more than $2.6 million.  
 
Our audit objective was to determine whether the project was operated in accordance with its 
regulatory agreement and HUD requirements.    
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Results of Audit 

Finding 1:  The Project Was Not Operated Under the Required 
Controlling Documents of the Section 232 Program 
Although the operator generally complied with the regulatory requirements tested, it did not 
operate in accordance with HUD requirements by not completing the required controlling 
documents.  The uncompleted documents included the management agent agreement and 
management agent certification with a related management agent.  The operator entered into a 
services agreement with the management agent, which did not have a fee structure that complied 
with HUD requirements.  In addition, the operator did not have a HUD-compliant operating lease 
with the owner because the required operating lease addendum was not completed.  These 
deficiencies occurred because the operator thought the services agreement it operated under was 
appropriate so it did not inform HUD that the project had a management agent, and the operator 
and owner were not aware that they needed to complete the operating lease addendum.  As a 
result, the operator paid more than $2.6 million in unsupported management fees in fiscal years 
2015 and 2016.  Also, without the required management agent documents or HUD-compliant 
operating lease, HUD and the owner may not have had the authority to hold the operator 
accountable, and the operator may not have had the authority to hold the management agent 
accountable for improper business associated with the project. 
 
Project Officials Generally Complied With the Regulatory Requirements Tested 
We reviewed more than $7.3 million of more than $101.8 million in costs the project incurred 
during its 2015 and 2016 fiscal years and determined that the costs were generally reasonable, 
necessary, and supported.  The mortgage was current, we found no improper distributions to the 
project owners, and the project and its systems appeared to be in good serviceable condition.  
However, we found two areas of noncompliance in which project officials did not operate in 
accordance with HUD requirements. 
 
Management Agent Documents Were Not Completed 
The operator and a related management agent did not complete the required management agent 
agreement and management agent certification.  These documents ensure that a management 
agent is regulated in accordance with HUD requirements.  Since April 1, 2003, the operator and 
the management agent had operated under a services agreement that extended automatically each 
year.  The agreement detailed the operational services provided by the management agent for the 
project, including budgeting; human resources, including assisting in the hiring and firing of 
management personnel; corporate compliance; management and supervision of maintenance and 
housekeeping; bookkeeping and accounting; purchasing; legal services; and marketing.  Based 
on the services provided over the last 14 years, we determined that the related company operated 
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as a management agent; therefore, a management agent agreement and management certification 
should be completed and approved by HUD.1  
 
Additionally, the services agreement fee structure did not comply with HUD requirements.  
HUD’s Section 232 Handbook, Section 8.7, states that management agents may be compensated 
either based on a percentage of receipts or a negotiated flat rate on a recurring basis.  The fee 
must be clearly designated in the management agreement and must be approved by ORCF.  
However, under the services agreement, the management agent’s fee structure was based on a 
pro rata share of the total costs incurred for performing the services for all of its Connecticut 
healthcare facilities.  Therefore, the fees paid did not comply with HUD requirements and were 
not approved by ORCF.  
 
We informed ORCF that the project was not operating under the required management agent 
documents, and ORCF requested that project officials complete the required management agent 
agreement and management agent certification.  ORCF stated that project officials did not 
respond to its request for the required documents or for an explanation as to why the 
management agent was not a management agent but, rather, a consultant.  HUD’s Section 232 
Handbook, Section 8.5, states that if an entity, presented by the operator as a consultant, is found 
by HUD to have project commitment authorities or provide a wide scope of managerial services 
over an extended period, ORCF may deem the consultant to be a management agent and require 
that the entity be reviewed and approved as a management agent.  We determined that the project 
had a management agent based on the type of services provided and the length of time those 
services were provided.  
 
The Operating Lease Was Not HUD Compliant 
The operator did not have a HUD-compliant operating lease with the owner because the required 
operating lease addendum was not completed.  HUD’s Section 232 Handbook, Section 8.2, 
requires that the operating lease between the borrower and ORCF-approved operator conform to 
HUD program obligations, which in part require the incorporation of an operating lease 
addendum, (form HUD-91116-ORCF).  This measure ensures that the operator is held 
accountable for all business and healthcare services and the related cash flows from providing 
those services.  The above condition occurred because the owner and operator were not aware 
that they needed to complete the operating lease addendum.  As a result, HUD and the owner 
may not have had the authority to hold the operator accountable for improper business associated 
with the project. 
 
Conclusion 
The project was not operated in accordance with HUD requirements.  These deficiencies 
occurred because the operator thought the services agreement it operated under was appropriate 

                                                      

 
1  The Section 232 Handbook, HUD Handbook 4232-1 Chapter 8, defines a management agent as an entity that 
directs the day-to-day functions of a healthcare project as a contracted agent for the borrower or the operator.  
Management agents provide a wide scope of managerial services over an extended period.     
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so it did not inform HUD that the project had a management agent, and the operator and owner 
were not aware that they needed to complete the operating lease addendum.  As a result, the 
operator paid more than $2.6 million in unsupported management fees in fiscal years 2015 and 
2016.  Also, without the required management agent documents or HUD-compliant operating 
lease, HUD and the owner may not have had the authority to hold the operator accountable, and 
the operator may not have had the authority to hold the management agent accountable for 
improper business associated with the nursing home. 
 
Recommendations 
We recommend that HUD’s Director of Asset Management and Lender Relations require the 
owner to 
 

1A. Require the operator to notify HUD of future management agents prior to 
participation and to complete the required management agent documents with the 
current management agent or seek reimbursement for the $2,666,082 in 
management fees paid in fiscal years 2015 and 2016. 
 

1B. Submit the operating lease for HUD review and complete the operating lease 
addendum in accordance with HUD requirements.      
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Scope and Methodology 

We performed our audit work from May through July 2017 at the project located at 745 Main 
Street, East Hartford, CT.  Our audit generally covered the period October 1, 2014, through 
September 30, 2016, and was adjusted when necessary to meet our objective.  To accomplish our 
objective, we performed the following: 
 

• Reviewed the Code of Federal Regulations, HUD handbooks, and the project’s policies 
and procedures. 

• Reviewed key documents for the project, including the regulatory agreements, 
management agent agreements and certifications, and the operating lease.  

• Interviewed key personnel to determine financial and operational controls.  
• Reviewed independent public auditor reports to determine areas on which to focus our 

review.  
• Reviewed HUD and U.S. Department of Health and Human Services monitoring reports 

to determine areas on which to focus our review.  
• Reviewed the mortgage statement to determine whether the mortgage was current.  
• Reviewed bank statements to identify unusual transactions. 
• Reviewed the reserve for replacement account to determine whether deposits were made 

and expenditures were authorized by HUD.  
• Reviewed owner distributions and determined whether the project was in a surplus-cash 

position. 
• Identified related entities and reviewed contracts and invoices for cost reasonableness. 
• Selected a sample of 20 disbursements totaling nearly $7.4 million from a universe of 

4,620 disbursements totaling more than $101.8 million to determine whether the costs 
were necessary and reasonable.  The sample was chosen based on large dollar 
disbursements, and disbursements that appeared unusual to the project.  A sample was 
chosen rather than reviewing 100 percent of the universe because the universe was too 
large.  We did not perform a statistical sample, so our results were not projected.   

 
To achieve our objective, we relied in part on the project’s computer-processed data.  We used 
the data to select a sample to determine whether costs were reasonable and necessary.  For our 
disbursement tests, we traced automated data to source documents.  Although we did not perform 
a detailed assessment of the reliability of the data, we performed a minimal level of testing and 
found the data to be adequate for our purposes.   
 
We conducted the 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 
objective(s).  We believe that the evidence obtained provides a reasonable basis for our findings 
and conclusions based on our audit objective.    
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Internal Controls 

Internal control is a process adopted by those charged with governance and management, 
designed to provide reasonable assurance about the achievement of the organization’s mission, 
goals, and objectives with regard to 
 
• effectiveness and efficiency of operations, 

 
• reliability of financial reporting, and 

 
• compliance with applicable laws and regulations. 

 
Internal controls comprise the plans, policies, methods, and procedures used to meet the 
organization’s mission, goals, and objectives.  Internal controls include the processes and 
procedures for planning, organizing, directing, and controlling program operations as well as the 
systems for measuring, reporting, and monitoring program performance. 

Relevant Internal Controls 
We determined that the following internal controls were relevant to our audit objective: 
 
• Program operations – Policies and procedures that management has implemented to 

reasonably ensure that a program meets its objectives. 
  

• Compliance with laws and regulations – Policies and procedures that management has 
implemented to reasonably ensure that the use of resources is consistent with laws and 
regulations.  

 
We assessed the relevant controls identified above.  
 
A deficiency in internal control exists when the design or operation of a control does not allow 
management or employees, in the normal course of performing their assigned functions, the 
reasonable opportunity to prevent, detect, or correct (1) impairments to effectiveness or 
efficiency of operations, (2) misstatements in financial or performance information, or (3) 
violations of laws and regulations on a timely basis. 

Significant Deficiencies 
Based on our review, we believe that the following items are significant deficiencies: 
 

• The owner did not ensure that the operator completed the required management agent 
documents with the management agent, which would ensure that HUD and the owner had 
the authority to hold the operator accountable and the operator had the authority to hold 
the management agent accountable for improper business associated with the project 
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(finding 1). 
 

• The owner did not complete a HUD-compliant operating lease with the operator, which 
would ensure that the owner had the authority to hold the operator accountable for 
improper business associated with the nursing home (finding 1).  



 

 

10 

Appendixes  

Appendix A 
 

Schedule of Questioned Costs 
Recommendation 

number 
Unsupported 

1/ 
1A. $2,666,082 

Totals   2,666,082 

 

1/ Unsupported costs are those costs charged to a HUD-financed or HUD-insured program 
or activity when we cannot determine eligibility at the time of the audit.  Unsupported 
costs require a decision by HUD program officials.  This decision, in addition to 
obtaining supporting documentation, might involve a legal interpretation or clarification 
of departmental policies and procedures.  
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Appendix B 
Auditee Comments and OIG’s Evaluation 

  

Auditee Comments 
Ref to OIG 
Evaluation 
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Comment 1 
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OIG Evaluation of Auditee Comments 
 

Comment 1 Project Officials disagreed with the finding that management agent documents 
were not completed as required.  They stated that the relationship between 
Riverside Health Care Center, Inc. (Riverside) and National Health Care 
Associates, Inc. (National) does did not meet the intent nor the criteria which 
requires the completion of the management agent documents.  They stated that 
National provides highly specialized services to Riverside at a cost and the 
relationship between Riverside and National is transparent and set forth in the 
services agreement.  We disagree that the relationship between Riverside and 
National does not meet the criteria which requires the completion of the 
management agent documents.  National provided a wide scope of services that 
extended over a long period of time which are characteristics that distinguish a 
management agent in HUD’s Section 232 Handbook.  We also disagree with the 
fee structure that was established in the services agreement, and that it was 
transparent.  National is compensated based on a percentage of their costs which 
is not one of the approved fee structures for management agents in HUD’s 
Section 232 Handbook.  Also invoices were not provided to show how the costs 
were calculated.  Lastly, HUD ORCF has been in agreement throughout the audit 
that National acted as a management agent, and therefore must complete the 
required management agent documents.   

Comment 2 Project Officials disagreed with the finding that the operating lease was not 
compliant.  As part of their response, they provided a copy of the operating lease 
addendum. We acknowledge receipt of the operating lease addendum and will 
rely on HUD to determine if this conforms to their requirements. 
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