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SECTION 7
DEPRECIATION
OBJECTIVE:
1.
To determine if depreciation is stated in accordance with Medicare regulations:

a.
Based upon the historical cost and/or fair market value at the time of donation or inheritance.

b.
Prorated over the estimated useful life of the assets.

c.
Salvage value is determined.

2.
To determine if periodically updated summary schedules which reflect the values of fixed assets and the related depreciation claimed under the program are maintained.

3.
To ascertain if additions and/or acquisitions are properly capitalized and recorded at cost.

4.
To determine if gains or losses on disposal of assets are accounted for in accordance with Medicare regulations.

5.
To determine if accelerated depreciation, if taken under the program, was properly claimed or recaptured where applicable.

6.
To determine if the methods adopted for computing depreciation are adhered to.

7.
To determine if regulations applicable to transactions entered into after March 20, l979, for trade-ins, scrapping, gains or losses on disposals and asset lives are properly applied.

OTHER REFERENCES:
HCFA-Pub. l5-l, §l00

Cost Report Forms:
HCFA l728, Worksheet A

HCFA l728, Worksheet A-5

HCFA l728, Worksheet A-7

HCFA l728, Worksheet B-1
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AUDITOR'S
PROCEDURE
INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
7.01
Review the provider's capitalization policy to ascertain if it is in conformity with  regulations and to obtain an understanding of policies and procedures used for:

A.
Determining the basis for depreciation.

B.
Determining the method used to compute depreciation.

C.
Determining policy with regard to capitalizing major repairs, improvements, betterments, and  additions.

NOTE:
If the facility's outside auditors performed an audit of depreciation which includes audit effort as outlined in this section and reliance can be placed on that audit, then appropriate audit steps in this section may be eliminated.

7.02
Review and test the computation of the current year's depreciation provisions/accumulated depreciation.

7.03
Determine on a test basis the propriety of deprecia​tion claimed on Worksheet A.  To accomplish this, obtain the agency's workpapers used to compute the depreciation shown on the cost report.  From these workpapers select a sample of items for review.  For items selected, examine detailed property records, contractor's and/or vendor's invoices, reports of independent auditors, historical cost appraisals or other supporting data to determine:

A.
Whether the asset was properly classified, such as building furniture and fixtures, equipment, etc.

B.
Whether assists are recorded at cost or, in the case of donated assets, fair market value at the time of donation.
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C.
Whether the life or rate is in accordance with the AHA guidelines.

D.
Whether the accumulated depreciation does not exceed  historical cost less salvage value on any individual asset.

E.
Whether based upon the life or rate determined, the depreciation is computed accurately.

F.
Whether the method of depreciation used for each asset  classification was proper.

NOTE:  For assets acquired after July l970, the straight-line method of depreciation must be used unless it results in insufficient cash flow as defined in HCFA Pub.  l5-I, §l00.  If cash flow is insufficient, the provider may use (only with specific permission of the intermediary for each asset involved) a declining balance method not to exceed l50 percent of the straight-line rate.

7.04
Analyze the historical costs of assets used by the provider for depreciation and equity capital purposes to determine if they are allowable.

7.05
Review the agency's procedure of direct costing depreciation expense to individual cost centers. Examine documentation supporting the basis for the direct assignment.

A.
Determine if the basis used for the direct assignment is correct and properly documented in the audit workpapers.

B.
Select several departments where depreciation charges are significant and verify the mathematical accuracy of depreciation claimed.
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7.06
Make a physical inspection on a limited basis of equipment on which depreciation was claimed. Perform the following:

A.
Obtain an asset listing of equipment charged to each cost center with description of equipment and identification number.

B.
From the asset listing select a sample of equipment items to inspect and perform the physical inspection.

7.07
Compare depreciation methods used between years.  If a change has occurred, ascertain if proper advance approval was obtained from the intermediary (only one change per asset is permissible).  After July l970, changes in depreciation methods may only be made to the straight-line method; and no intermediary approval is required for such change.  Once the straight-line method has been selected for an asset, an accelerated method may not be subsequently used.

If the agency changes from estimated to actual depreciation based upon an appraisal, ensure that the correct adjustments have been made in respect to all years.

7.08
A provider may request to use accelerated depreciation if it demonstrates that a cash flow need exists.  If accelerated depreciation is used, perform the following:

A.
Where accelerated depreciation is used for assets acquired on or after August l, l970, determine if intermediary approval has been obtained.
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B.
Where an agency using an accelerated method of depreciation either terminates the program or where the health insurance portion of allowable cost decreases so that cumulatively more depreciation was paid than would have been paid using the straight-line method of depreciation, the excess reimbursement should be recovered.  The recovery of amounts paid in excess of straight-line depreciation is applicable to voluntary and involuntary terminations.  To ascertain if accelerated depreciation is to be recovered, perform the following steps:

l.
For agencies that terminate the program and dispose of assets during their final cost reporting period or within l year after termination, ensure that the correct amount of excess depreciation was recovered by:

a.
Verifying that the recomputed depreciation (straight-line method) applicable to reporting periods under the program is distributed proportionately to those periods.

b.
Comparing the recomputed depreciation for each reporting period to actual depreciation taken in each period. The difference is the excess depreciation is recovered.

c.
Determining if gain or loss is allocated proportionately to each reporting period under the program and is combined with the excess depreciation for that period to determine the net depreciation adjustment.
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2.
Ascertain if there has been a decrease in the health insurance proportion of allowable costs by performing the steps shown in HCFA Pub. l5-l, §l36.4.

Verify that the correct amount of excess depreciation was recovered.

C.
If termination is due to a change of ownership resulting from a transaction between related parties, accelerated depreciation must be recovered if all criteria in §136.5 HIM-15 are not met.

7.09
Review the estimated life of assets to determine if the useful lives are acceptable for program purposes.

A.
Ensure that asset lives of new acquisitions are reasonable and consistent with the provider's stated policy and AHA guidelines or convincing reasons for deviating from the guidelines.

B.
Ensure that assets were not written off prematurely.

7.l0
Obtain and review the listings of fixed asset additions and acquisitions and perform the following:

A.
Review asset acquisition schedules and identify current period acquisitions for proper classification as follows:

l.
Land,

2.
Land improvements,

3.
Buildings and fixtures,

4.
Buildings and improvements,

5.
Fixed equipment, and

6.
Movable equipment.
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B.
Determine whether they are patient or nonpatient related and assigned to the appropriate cost centers.

C.
Ensure that the related depreciation is properly recorded and the estimated useful lives and basis of depreciation are proper.

D.
Compare fixed asset values on the current and prior period balance sheet to determine changes.

E.
Test check major acquisitions during the year by reviewing the vouchers and tracing the additions to vendor's invoices or other related supporting data to determine if the cost incurred was properly capitalized and recorded at cost (or fair market value  in case of donated assets).

F.
Determine the method used by the agency for recording depreciation in the year of acquisition.

G.
On a test basis, determine if the method used for computing first year depreciation is consistently followed.

7.11
For donated assets used under the program by a previous owner, ensure that the provisions of the regulations have been complied with by verifying that:

A.
The basis of depreciation for the asset is the lesser of the fair market value or the net book value in the possession of the owner last participating in the program.
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B.
Where fair market value is not attainable or was not established by the provider, an appraisal of such fair market value is acceptable for determining the basis of depreciation.

C.
The basis for depreciating is determined as of the date of donation or the date of death of donor, whichever is applicable. 

7.12
Investigate additions which appear to be replacement items and determine if appropriate corresponding retirements have been recorded.

7.l3
Related Organizations - Ensure that assets acquired from related organizations are recorded at net book value of the assets transferred from the related organization.

7.l4
Chain Organizations - Ensure that assets  acquired from the home office or other components within the chain are recorded at net book value of the assets transferred from the organization.

7.l5
If the provider is a government entity, ascertain whether any assets have been transferred thereto from another government entity.  If so, ensure that the provisions of the regulations have been complied with by performing the following:

A.
Determine if the transfer was:

1.
The result of a sale between government entities.

2.
A donation of facilities.

3.
A transfer done solely to facilitate administration or to reallocate jurisdictional responsibility.
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4.
A transfer which constituted a taking over in whole or in part the function of one government entity by another government entity.

B.
If the transfer was a result of a sale between government entities, determine if the basis for depreciation to the purchasing agency is the historical cost incurred in initially acquiring the assets.  Also, determine if the historical cost does not exceed the lower of current reproduction cost adjusted for straight-line depreciation over the life of the asset to the time of purchase or fair market value at time of purchase.

C.
If the transfer is the result of a donation of assets from another government entity, determine if the acquiring agency did not assume any functions for which the transferor used the assets and that the acquiring agency changed its method of depreciation, determine that the change was made properly.

D.
If the transferor has not claimed depreciation under the program, determine if the basis used by the acquiring agency is the cost incurred by the transferor in acquiring asset less depreciation calculated on a straight-line basis over the life of the asset to the time of the transfer.

7.16
Review the appropriate worksheet of the cost report and audit workpapers to ascertain proper handling of gains or losses on disposal of assets.

A.
When asset disposals are indicated, review audit workpapers to ascertain the type and quantity of assets involved.
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B.
Examine gains and losses computation and trace the necessary adjustment to the appropriate worksheet of the cost report.

C.
Determine if gain or loss on the disposition of depreciable assets has been included in accordance with the regulation either in computing allowable cost or in computing the adjustment to Medicare reimbursable cost.

D.
Determine the amount of gains or losses due to scrapping.  Gains and losses are recognized only on scrapping that occurs while the provider is participating.

E.
Determine if any assets were sold for a lump sum sales price. If so, determine if the gain or loss on the sale of each depreciable asset was computed by allocating the lump sum sales price among all the assets sold on the basis of the fair market value at the time of sale.

1.
Review documentation to support the current fair market value of each asset.

2.
If sufficient documentation does not exist, determine if an appraisal was performed by an independent appraisal expert.  If so, review the appraisal report.

F.
Determine if there were any exchanges, trade-ins or donations of depreciable assets. If so, make certain that, gains or losses are included in the determination of allowable costs.
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7.17
Obtain or prepare a schedule of asset retirements or disposals that occurred for the year under review.  Determine if:

A.
The proper method of depreciation was used;

B.
Depreciation was computed properly between years prior to, and subsequent to, entry into the program; and

C.
The retirement of assets constitutes a termination. If so:

1.
Ascertain if accelerated depreciation was taken.

2.
If accelerated depreciation was taken, obtain the provider's worksheets and verify that recapture of depreciation was properly.

7.18
Determine proper treatment of demolition costs and interest expense.  Also determine proper timing of transfer to depreciable asset accounts.

7.19
Where a provider enters into lease arrangements, obtain the documentation for the permanent file to include the following:

1.
Copy of the lease arrangement;

2.
Analysis of the details of the lease arrangement; and

3.
Basis for allocating the rental expenses to the various departments.

After reviewing this documentation, perform the following audit steps:
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A.
Determine if any sale and leaseback agreements for plant facilities or equipment were entered into with a nonrelated party. If the rental specified in the agreement is included in allowable cost, determine:

1.
If rental charges are reasonable based upon consideration of rental charges of comparable facilities.

2.
If adequate alternate facilities or equipment were not available at lower cost.

3.
If leasing was based upon economic and technical considerations.

4.
If rental charges do not exceed the amount which the provider would have included in reimbursable costs had it retained legal title to the facilities or equipment.

B.
Perform the following steps to determine if the lease is a purchase agreement:

1.
Determine if the rental charge exceeds rental charges of comparable facilities or equipment in the area.

2.
Determine if the term of the lease is less than the useful life of the facilities or equipment.

3.
Ascertain if the provider has the option to renew the lease at a significantly reduced rental or the right to purchase the assets at a price significantly less than the fair market value at the time of acquisition.
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4.
If it is determined that the lease is a purchase, ascertain if the rental charge is includable in the allowable cost only to the extent that it does not exceed the cost of ownership.

5.
If the lease is considered a purchase, make an adjustment for the difference between the amount of the rent paid and the amount allowed as rental expense. The difference is a deferred charge and must be capitalized as part of the historical cost when the asset is purchased.  However, if this involves a sale -lease back arrangement and the asset is being leased back for an inflated amount over the facility's net book value at time of sale to the leasing company, the increase would not be allowable for Medicare.

6.
Ensure that accelerated depreciation on assets under lease purchase is not included in allowable costs under any circumstances.

C.
Determine if any facilities are leased for a nominal amount.  This is done in some instances where a provider leases facilities from a municipality at $1.00 per year.  If facilities are leased for a nominal amount, perform the following:

1.
Determine if the cost of any improvements to the leased property are properly amortized.

2.
If the provider has included in its costs an amount to cover depreciation on the leased facilities, review the lease and determine if the following conditions are met.
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a.
The lease must contemplate that the lessee will make necessary improvements to the leased facilities.

b.
The intent of lessor and lessee is to continue the lease arrangements for the useful life of the asset.

c.
The lease has no restrictions on the free use of the facility by the lessee.

d.
The lease does not provide any indirect benefits to the lessor.

3.
Determine if the provider contributed any funds to retire the lessor's bonds or notes issued for the facility or made any other type contribution to the lessor.

4.
If it is determined that contributions were made and treated as rental expense, ensure that depreciation is not included in allowable costs.

5.
Determine the basis and method used for depreciation.

7.20
Determine if the facility was purchased as an ongoing operation.  If it was, determine the historical costs of assets by performing the following:

A.
If the facility was purchased after July 1, 1966, and prior to August 1970, determine if the sale price attributable to the asset did not exceed the fair market value (FMV) of the asset at the time of sale.
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B.
If the facility was acquired after July 1970, determine if the cost does not exceed the lower of the current reproduction cost adjusted for straight-line depreciation over the life of the assets to the time of the sale or FMV of the tangible assets purchases.

C.
Determine if the facility was being operated under the program at the time of sale.  If it was, perform the following steps:

1.
Ascertain if the sales price used by the seller in computing gain or loss for the final cost report agrees with the historical cost used by the new provider.

2.
Determine if the purchase of the ongoing operation was a bona fide sale.  If it is not, the seller's net book value must be used by the purchaser as the basis for depreciation.  In such instances, determine if the purchaser recorded the historical cost and accumulated depreciation of the seller which was recognized under the program.

7.21
Determine if depreciation was claimed on donated assets.  If so, determine the basis used for computing depreciation.  If fair market value is used, determine if an appraisal was made and review the appraisal report.

NOTE:
If the agency made any payment for the asset, in the form of cash, property, or services, then this payment, and not the fair market value, is considered to be the historical cost of the asset.
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7.22
Determine if any betterments or improvements were made during the year under review.  If so, determine if they were properly capitalized and written off ratably over the remaining useful life of the asset as modified by the betterment or improvement.

7.23
Funding of depreciation is the practice of setting aside cash or other liquid assets in a fund separate from the general funds to be used for the replacement of the assets depreciated or for other capital purposes.  The manner in which funded depreciation is handled could affect the allowability of cost in various areas such as interest income and expense and equity capital. Therefore, determine if the provider is funding depreciation and, if so, perform the steps in Section 8 for the audit of interest expense.

7.24
Write the conclusion on audit procedures performed.
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