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SECTION 12
DEPRECIATION
Regulation Reference:  42 CFR 405.415 through 405.418

OBJECTIVE:
1.
To determine that depreciation is stated in accordance with current Medicare regulations:

a.
Based on 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.

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

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

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

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

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

7.
To determine that regulations applicable to transactions entered into after March 20, 1979, for trade-ins, scrapping, gains or losses on disposals and asset lives are properly applied.

OTHER REFERENCES: 
HCFA-Pub. 15-I, §l00

Cost Report Forms:
HCFA 2552-83, Worksheet A

HCFA 2552-83, Worksheet A-7

HCFA 2552-83, Worksheet A-8

HCFA 2552-83, Worksheet A-8-2

HCFA 2552-83, Worksheet B-1
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AUDITOR'S

 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
12.01
Review the provider's capitalization policy to 

ascertain that it is in conformity with Medicare 

regulations and to obtain an understanding of 

policies and procedures used for:

A.
Determining the basis for depreciation.

B.
Determining method used to compute 

depreciation.

C.
Determining policy with regard to

capitalizing major repairs, improvements,

betterments and additions.

D.
Determining if the provider consistently

applied its capitalization policy between

the TEFRA and PPS year

by performing the following audit 

procedures.

l.
Review the preaudit and desk review

workpapers to ascertain if any

exceptions in the application of

the capitalization policy were noted.

2.
If any exceptions were noted, discuss

the exceptions with the provider.

Verify the providers explanations

by testing source documents such as

purchase orders and invoices for

new asset acquisitions.

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 the

audit performed, then audit steps in this

section which were adequately reviewed may

be eliminated.
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
12.02
Review and test the computation of the current

year's depreciation provisions and accumulated

depreciation.

12.03
Determine on a test basis the propriety of

depreciation claimed on Worksheet A of the

HCFA cost report under review.  To accomplish

this obtain the provider's workpapers used to

compute the depreciation as shown in 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 the following:

A.
That the asset was classified properly

such as building, furniture and fixtures,

equipment, etc.

B.
That assets are recorded at cost or, in

the case of donated assets, fair market

value at the time of donation.

C.
That the life or rate is in accordance with

the American Hospital Association (AHA) or

Internal Revenue Service (IRS) guidelines.

If a different life is used other than that

established by the AHA or IRS guides such

as depreciation on componentized buildings,

obtain convincing reasons for the 

deviation and determine that adequate

documentation is available to support the

useful life.  Refer to audit step 12.11D for

depreciation on componentized buildings.
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
NOTE:  The use of the accelerated cost recovery

system (ACRS) and bonus depreciation under IRS

guidelines is not permitted for Medicare

reimbursement purposes.

D.
That the accumulated depreciation does not

exceed historical cost less salvage value

on any individual asset.

E.
That based on the life or rate determined

in step (C), the depreciation is computed

accurately.

F.
That the method of depreciation used for

each asset classification was proper.

NOTE:  For assets acquired after July 1970,

the straight-line method of depreciation

must be used unless it results in insufficient

cash flow as defined in HCFA Pub. 15-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 150

percent of the straight-line rate.

12.04
Analyze the historical costs of assets used by

the provider for depreciation and equity

capital purposes to determine if they are

allowable, i.e., the net book values (asset

value less accumulated depreciation) properly

reflect the value of the assets.

MINOR EQUIPMENT
12.05
To review costs claimed for minor equipment

perform the following audit steps:

A.
Determine policy with regard to recording

of minor equipment and ensure that this

has been consistently applied to:
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
1.
Original investment not amortized

or depreciated.  Ensure that:

a.
Costs of replacement to the

stock are charged to 

operating cost.

b.
The investment in the base

inventory is adjusted when

there is significant change in

the inventory size.

2.
Net book value of assets upon

entering the program written-off

ratably over 3-year period.  Ensure

that:

a.
Full one-third write-off has

been made in the year of

acquisition.

b.
Any assets over 3 years old that

are already completely written-

off but still in use are not

included.

c.
Any new purchases are written-

off ratably over 3-year period.

3.
Equipment still in use over their

actual useful lives.

a.
Determine that the cost is written-

off ratably over the actual

useful lives of the assets.

B.
If a change in method for writing off minor

equipment is adopted, determine that approval
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
was obtained from the intermediary and that the

request for the change was made by the last

day of the first month of the asset year in

which the new method was used.

12.06
Prepare an analysis of book value changes during

the year for depreciable asset costs and related

reserves for depreciation.  Reconcile additions

and retirements with audited financial statements 

(and Worksheet A-7, HCFA Form 2552-83) using prior 

year's closing balances.

DEPRECIATION EXPENSE DIRECT COSTED
12.07
Review provider's procedure of direct costing

depreciation expense to individual cost centers.

Examine documentation supporting the basis for

the direct assignment.

A.
Where depreciation is directly assigned to

cost centers (direct costed) i.e., 

depreciation is not shown on Worksheet A,

determine if it was charged to departments

(cost center).

B.
Determine that the basis used for the

direct assignment is correct and properly

documented in the audit workpapers.

C.
Determine that depreciation included in

the departmental expenses (12.07A above)

agrees with the total depreciation

expense claimed for the period.

D.
Select several departments where

depreciation charges are significant and

verify the mathematical accuracy of

depreciation claimed.

12.08
Make a physical inspection on a limited basis

of equipment on which depreciation was claimed by

performing the following audit steps:
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
A.
Obtain an asset listing by department of

equipment charged to the department,

description of equipment and identification

number.

B.
From the asset listing, select a sample of

equipment items to be inspected and

perform the physical inspection.

C.
Determine if the assets are still in use

for patient care and if they are located

in the respective departments for which

depreciation was claimed.

D.
For any item of major equipment that is

no longer in use, determine through

discussion with provider personnel

the status (obsolete, standby, etc.)

of such equipment and whether they are

properly reflected in the asset

account.

CHANGE IN METHOD OF DEPRECIATION
12.09
A.
Compare depreciation methods used

between years.  If a change has occurred,

ascertain that proper advance approval

was obtained from the intermediary.

(Only one change per asset is

permissible.)  After July 1970, changes

in depreciation methods may only be made

to the straight-line method.  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.

B.
If the provider changes from estimated

to actual depreciation based on an

appraisal, ensure that the correct

adjustments have been made in respect
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
to all years.  Refer to section 13

of the audit program for audit steps

on appraisals.

ACCELERATED DEPRECIATION
12.10
A provider may request to use accelerated

depreciation if it can demonstrate that a cash

flow need exists.  If accelerated depreciation

is being used, perform the following steps:

A.
Where accelerated depreciation is used

for assets acquired on or after August 1,

1970, determine that intermediary approval

has been obtained.

B.
Obtain documentation to support the

claim that cash flow is insufficient

to provide funds required to meet the

principal amortization schedules on the

capital debts related to the provider's

total depreciable assets used to provide

patient care.

C.
From documentation obtained in 12.10B,

determine the following:

1.
That the proper basis for

depreciation is used.

2.
The mathematical accuracy of the

supporting schedules so that a

determination can be made as to

whether or not a cash flow need

exists.

D.
For cost reporting periods starting on or

after August 1, 1970, where a provider

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
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
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 should be

recovered, perform the following steps:

1.
For providers who terminate the 

program after July 1970 and disposed

of assets during its final cost

reporting period or within 1 year

after termination, verify that the

correct amount of excess depreciation

was recovered by completing steps a

through c.

a.
Verify that the recomputed

depreciation (straight-line

method) applicable to reporting

periods under the program is

distributed proportionately to

those periods.

b.
Compare the recomputed

depreciation for each reporting

period to actual depreciation

taken in each period.  The

difference is the excess

depreciation to be recovered.

c.
Determine that any 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.

2.
Ascertain if there has been a 

decrease in the health insurance
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
proportion of allowable costs by

performing the steps shown in

HCFA Pub. 15-I, §136.4.

Verify that the correct amount of

excess depreciation was recovered

by performing audit steps

12.10D.1.a, b and c.

E.
If termination is due to a change of

ownership resulting from a transaction

between related parties, accelerated

depreciation must be recovered if all of

the following four criteria are not met.

1.
The termination of the provider agreement

is due to a change in ownership of the

provider resulting from a transaction

between related organizations.

2.
The successor provider continues to

participate in the health insurance

program.

3.
Control and extent of the financial

interest of the owners of the provider

before and after the termination 

remain the same; i.e., the 

successor owners acquire the same

percentage of control or financial

investment as the transferors had.

4.
All assets and liabilities of the

terminated provider are transferred to

the related successor participating

provider.   Ascertain if the criteria 

as outlined above are met by performing 

the following steps:

a.
Obtain documentation such as

agreement of sale and minutes of

meetings to ascertain if the

Rev. 16
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
change of ownership resulted

from a transaction between

related parties.

b.
Review the provider agreement

of the successor provider to

determine if it intends to

participate in the health

insurance program.

c.
Obtain and review the agreement

of sale, minutes of meetings and

financial records to determine if

the control and extent of the

financial interest of the owners

of the provider before and after

the termination remain the same.

d.
Determine that all the assets 

and liabilities of the 

terminated provider are

transferred to the related

successor participating provider

by reviewing the agreement of

sale, minutes of meetings and

financial records.

e.
After performing the above

audit steps, if all of the criteria

as outlined in E-1 to E-4 are

not met, determine that the

accelerated depreciation was

properly recovered.

ESTIMATED USEFUL LIVES OF

ASSETS
12.11
Review the estimated lives of assets to

determine that they are acceptable for program

purposes.
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
A.
Ensure that asset lives of new 

acquisitions are reasonable and 

consistent with the provider's stated

policy, AHA and IRS guidelines or

convincing reasons for deviating from

such guidelines.

B.
Ensure that assets were not written off

prematurely.

C.
The auditor must determine that the provider

did not improperly maximize cost

reimbursement under TEFRA and PPS by 

improperly reducing or relifing the 

estimated useful lives of existing

depreciable assets below AHA or HCFA

guidelines.   The auditor must also

determine that the provider did not avoid or

reduce the reimbursement impact of future

prospective payments for capital related

costs (i.e. in FY l986 or after) by 

inappropriately accelerating the write-off

of depreciable assets.

Where the provider has either increased

or decreased an asset's estimated useful

life, perform the following:

1.
Review provider's procedures and

computations for changing the useful

life to determine if it is in

conformity with Medicare regulations.

2.
Ensure that the accumulated depreciation

balances prior to July 1, 1966, and

after have been properly adjusted for

the change.

3.
Verify that intermediary approval has

been obtained.

4.
For assets acquired prior to entry into

the Medicare program determine that the
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
depreciation was recomputed

retroactively from the dates of

acquisition and that the resultant

adjustment to the prior years'

accumulated depreciation was offset

against the current year's provision.

D.
Componentized Buildings - Under current

Medicare regulations, a different useful

life may be used other than that established

by AHA or IRS guides.  However, if the

useful life differs significantly from that

established by the guides, the deviation

must be based on convincing reasons supported

by adequate documentation.  There could be

instances where a provider used componentized

depreciation for buildings.  Under this

method, the components within the building

such as heating and air conditioning systems,

machine room, wiring, elevators, etc., are

set up with a shorter life and the building

shell over a longer life.  This method

enables a provider to write-off a signifi-

cant amount of depreciation over a shorter

time period.  If it is determined that the

provider used componentized depreciation

for buildings, perform the following steps.

1.
Ascertain if the provider furnished

convincing reasons to the intermediary

to substantiate the use of this

method.

2.
If so, review the documentation

provided to the intermediary.

3.
If documentation reviewed appears

inadequate, determine if the provider

obtained an appraisal to establish the

useful life of the building components

and building shell.
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
4.
If no appraisal was obtained and the

documentation reviewed is inadequate,

determine the useful life by using AHA

and IRS guidelines and compute

depreciation using the straight-line

method.  Disallow the difference

between the amount claimed and the

amount computed using straight-

line depreciation.

5.
Obtain the depreciation schedules

prepared for componentized assets

and compare the rates of depreciation

for the current year to rates used in

the prior year.  If the depreciation

rates changed, obtain an explanation 

from the provider.

6.
Determine if repair and replacement

costs on componentized assets were

properly treated as to capital or

expense by performing the following

audit procedure.

a.
Obtain the provider's disbursements

journal and select charges in excess 

of $1,500 for review.  Request documen-

tation to support charges selected for 

review and ascertain if the amount 

charged to expense should be 

capitalized.

ADDITIONS/ACQUISITIONS
12.12
Obtain and review the listing 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:
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
1.
Land;

2.
Land Improvements;

3.
Building and Fixtures;

4.
Buildings and Improvements;

5.
Fixed Equipment; and 

6.
Movable Equipment.

B.
Determine whether they are patient related

or nonpatient related (chart of hospital

accounts) and are 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

such additions to vendor's invoice or other

related supporting data to determine that 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 provider

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.

H.
Determine if the estimated useful lives
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
are in accordance with the provider's

policy, AHA or IRS guidelines or if

there are convincing reasons for

deviating from such guidelines.

12.13
For donated assets used under the program by

a previous owner, ensure that the provisions

of regulations §405.415(j) 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 of the asset in

the possession of the owner last

participating in the program.

B.
Where fair market value is not attainable

or was not established by the provider,

an appraisal of such fair market value will

be acceptable for determining the basis

of depreciation.

C.
The basis for depreciation is determined

as of the date of donation or the date of

death of donor, whichever is applicable.

For other appropriate audit procedures,

see audit step 12.25.

12.14
Investigate additions which appear to be

replacement items and determine that appropriate

corresponding retirements have been recorded.

12.15
Related Organizations - Ensure that assets

acquired from related organizations are recorded

at net book value of the assets transferred from

the related organization.

12.16
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.
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
TRANSFERS BETWEEN GOVERNMENT ENTITIES
12.17
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 regulations 

§405.415(i) have been complied with by performing

the following audit steps.

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.

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 that the

basis for depreciation to the purchasing

provider is the historical cost incurred

in initially acquiring the assets.  Also,

determine that 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 that the acquiring provider did not
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
assume any functions for which the transferor

used the assets and that the acquiring provider

did not make any payment for the assets in the

form of cash, property or services.

D.
If the transfer results from steps A3

and A4 above, determine if the transferor 

claimed depreciation under the Medicare

program prior to the transfer.

1.
If depreciation was claimed,

ascertain that the basis for

depreciation used by the acquiring

provider is the same as the basis

used by the transferor prior to

the transfer.  The acquiring 

provider may use the same method

of depreciation or it may change

the method.  If the acquiring

provider changed its method of

depreciation, determine that the

change was made as outlined in

audit steps 12.09A and B.

2.
If the transferor has not claimed

depreciation under the program,

determine that the basis used by the

acquiring provider is the cost incurred

by the transferor in acquiring the

asset less depreciation calculated

on a straight-line basis over the

life of the asset to the time of

transfer.

CONSTRUCTION-IN-PROGRESS
12.18
Review construction-in-progress expense

accounts to:

A.
Ascertain the proper treatment of:
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
1.
Interest During Construction;

2.
Demolition Costs;

3.
Repairs and Maintenance; and 

4.
Planning Costs (Architect Fees, etc.).

B.
Analyze increases in the capital account

with regard to the capitalization of

expenditures previously carried on the

financial statement in the prior period as

construction-in-progress to determine:

1.
That all costs, including planning

costs and demolition costs are

included in asset preparation

(capitalized).

2.
If construction is performed by a

related organization:

a.
The asset values are adjusted

(reduced) for the profit realized

by the related organization.

b.
Any allocated costs are included

in the new construction.

c.
The allocated costs are

supported by adequate 

documentation.

d.
The allocated costs are verified

to ascertain that the costs

are proper.

C.
If the provider has undertaken or completed

a major expansion of its facilities:

1.
Determine that start-up costs have

been capitalized and are being

amortized.
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AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
2.
Determine that planning costs

(architect fees, legal, etc.)

have been capitalized as part of the

cost of the assets.

D.
Providers might attempt to expense planning

and start-up costs in the TEFRA year

rather than capitalize them as a part of

the asset.  Also, in PPS years the provider

might attempt to treat the operating cost

portion (salaries, utility cost, etc.) of

properly deferred start-up cost as a 

capital pass-through.  The auditor should

determine that planning and start-up

costs were properly treated in the TEFRA

and PPS years by performing the following

audit steps.

1.
Review the pre-audit and desk review

files to determine if exceptions were

noted on planning and start-up costs.

If noted, discuss the exceptions with 

provider personnel to obtain an explanation

for the manner in which these costs were

treated.

2.
Determine the effect on Medicare reim-

bursement in the TEFRA and PPS years.

RETIREMENTS, GAINS OR LOSSES AND

CASUALTY LOSSES
12.19
Retirements - Obtain a schedule of asset

retirements or disposals that occurred for the

year under review and perform the following:

A.
Determine if the proper method of

depreciation was used for the asset

retired.
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B.
Determine if depreciation was computed

properly between years prior to and

subsequent to entry into the program.

C.
Determine if the retired asset is being

held for standby or emergency use.  If so,

depreciation may continue to be taken.

D.
Determine if the retirement of assets 

constitutes a termination.  If so,

perform the following steps:

1.
Ascertain if accelerated depreciation

was taken on the assets.

2.
If accelerated depreciation was

taken, obtain the provider's

worksheets and verify that

recapture of depreciation was

properly made (12.10D).

12.20
Gains or losses - 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.

B.
Examine gains or losses computation and

trace the necessary adjustment to the

appropriate worksheet of the cost report.

Gains or losses may be presented as an

adjustment to depreciation expense.

C.
Determine that gain or loss on the

disposition of depreciable assets has been

included in accordance with regulations

§405.415(f) either in computing

allowable cost or in computing the

adjustment to Medicare reimbursable cost.
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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 in the

program.

E.
Determine if any assets were sold for a

lump sum sales price.  If so, determine that

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 of each asset at the time of sale.

1.
Review documentation to support the

current fair market value of each asset

shown in audit step 12.20E above.

2.
If sufficient documentation does

not exist, determine if an appraisal

was performed by an independent

appraisal expert.  If so, review the

appraisal report.  (Refer to Section

13 for Appraisal Audit Guidelines.)

F.
Determine if there were any exchanges,

trade- ins or donations of depreciable

assets.  If so, determine that gains or

losses are not included in the determination

of allowable costs.

G.
Determine if any assets were demolished or

abandoned during the reporting period.

If so, perform the following steps:

1.
Prepare a schedule of these assets.

2.
Determine if the aggregate loss (net

depreciation adjustment) from all

demolition and abandonments during

the period is $5,000 or less.  Based

upon the results of this analysis,

ascertain the following:
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a.
If the loss should be included as

an adjustment to allowable cost

during the reporting period.

b.
If the loss should be allocated

to other cost reporting periods.

c.
If the loss should be 

capitalized as a deferred charge

and amortized.

CASUALTY LOSSES
12.21
Review any changes that occurred in the fixed

asset accounts resulting from casualty losses.

A.
Ascertain that allowable casualty losses:

1.
In excess of $5,000 are deferred and

amortized over the useful life of the

replacement.

2.
That are $5,000 or less, the entire amounts 

are included in allowable cost in the year 

of the casualty.

3.
Which are not considered as casualty,

such as effect on the value of property

resulting from a nearby disaster, change

of neighborhood, increased risk area

rating, etc., are not included in

allowable cost.

B.
For completely destroyed assets, check with

the provider to ascertain the providers

intention with respect to replacement.  If

the asset will not be replaced, no loss is

allowable for losses $5,000 or less.

C.
Ascertain that the insurance coverage reflects

a prudent management policy.
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D.
Ensure that losses resulting from the provider's 

failure to obtain proper insurance coverage, 

and/or not compensated by insurance proceeds 

where the lack of insurance coverage reflects 

imprudent management are not included in 

allowable costs.

E.
Where an asset is restored, determine the

proper basis to be used for depreciation and

determine that the expected useful life is

established in accordance with the provider's

capitalization policy and AHA guidelines.

F.
If the destroyed asset is disposed of by

scrapping, determine that income received

from salvage is treated as a reduction in

the amount of the loss.

G.
Determine if any gain resulted from insurance

proceeds exceeding the amount of the

casualty.  Where the asset is retained,

determine that the gain is used first to

reduce the amount of restoration cost and

that any remaining gain is used to reduce

the cost basis of the restored asset.

LEASE ARRANGEMENTS
12.22
Where a provider enters into lease arrangements,

obtain 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 the above documentation, 

perform the following audit steps:
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A.
Sale and Leaseback Arrangements -

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.
That rental charges are reasonable

based on consideration of rental

charges of comparable facilities.

2.
Adequate alternate facilities or

equipment were not available at

lower cost.

3.
Leasing was based on economic and

technical considerations.

4.
That 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.
Lease Purchase Agreements - Some lease

agreements are the same as installment

purchases of facilities or equipment.

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.
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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.

4.
If a determination is made that the

lease is a purchase, ascertain that

the rental charge is includable in

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

considered a deferred charge and

must be capitalized as part of the

historical cost when the asset is

purchased.

6.
If the asset is returned to the

owner instead of being purchased,

ascertain that the deferred charge was

expensed in the year the asset was

returned.

7.
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
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per year.  If facilities are leased

for a nominal amount, perform the

following audit steps:

1.
Determine that 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 that the

conditions below are met.

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 in step 3 above

that contributions were made and

treated as rental expense, ensure that

depreciation is not included in

allowable costs.
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5.
Determine the basis and method used

for depreciation.

LIMITATION ON FEDERAL PARTICIPATION

FOR CAPITAL EXPENDITURES
12.23
Scan listing of assets such as additions,

acquisitions, construction-in-progress,

expansion, lease-purchase, which may fall

in one of the three categories below.

A.
Exceed $600,000.  

B.
Changed the bed capacity of the facility.

C.
Substantially changed the services provided

by the facility.

D.
Based upon the asset schedules obtained in

completing audit step 12.12A for asset

additions (including leases), asset

purchases or donations which fall in the

three categories above, perform the following

audit steps:

1.
Ensure that newly acquired assets 

under categories A, B and C above

are supported by approval from the

designated planning agency.

2.
Where the State planning agency has

ruled the expenditure was inconsis-

tent with local planning requirements,

remove from allowable cost all 

direct costs relating to the

expenditure (e.g., depreciation,

interest, finance charges, legal and

broker's fees, permits).  The

expenditure should also be excluded

from equity capital computations.

Rev. 16
5-143

12-31


EXHIBIT 12 (Cont.)


HOSPITAL AUDIT PROGRAM



12-85

AUDITOR'S
 PROCEDURE
   INITIAL    
WP
STEP

DESCRIPTION
AND DATE   
REF
3.
Where no ruling has been received,

obtain a copy of the provider's

application submitted to the planning agency

for approval.  Also, obtain a copy

of the planning agency's letter in

response to the application.

Correspondence should be maintained

in the permanent file.  The

expenditure would be subject to the

criteria of reasonable cost related

to patient care.

4.
If the provider has not applied for

approval, investigate and comment as

to why no application was made.

Disputed expenditures must be

referred to the planning agency via

the HCFA regional office for

resolution.

5.
Reasonable cost incurred by a 

provider for studies, surveys, etc.,

which are made to enable a provider

to properly determine whether proposed

expenditures would be in compliance

with the planning agency criteria

are allowable in the period in which

the project was disapproved.

6.
Obtain and review copies of any 

rulings/approvals from other local

or regional planning agencies.

PURCHASE OF FACILITY AS
AN ONGOING OPERATION
12.24
Determine if the facility was purchased as an

on-going operation.  If it was, determine the

historical costs of assets by performing the

following audit steps.
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A.
If the facility was purchased after

July 1, 1966, and prior to August 1970,

determine that the sale price attributable

to the asset does not exceed the fair

market value (FMV) of the asset at the

time of sale.

B.
If the facility was acquired after July

1970, determine that the cost basis of the

depreciable assets 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

purchased.

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 that 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 that the purchase of the

on-going operation was a bona fide sale.

If it is not a bona fide sale, the

seller's net book value must be used by

the purchaser as the basis for depreciation.  

In such instances, determine that the 

purchaser recorded the historical cost 

and accumulated depreciation of the seller

which was recognized under the program.

DONATED ASSETS
12.25
Determine if depreciation was claimed on donated

assets.  (See audit procedure 12.13.)  If so,

perform the following audit steps:
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A.
Determine the basis used for computing

depreciation.

B.
If cash was paid for the asset, 

determine that the amount paid is used

as the historical cost of the asset.

C.
If no cash was paid, the basis would be

the fair market value as of the date of

donation.  If fair market value is used,

determine if an appraisal was made and 

review the appraisal report.

BETTERMENTS AND IMPROVEMENTS
12.26
Determine if any betterments or improvements

were made during the year under review.  If so,

determine that they were properly capitalized

and written off ratably over the remaining useful

life of the asset as modified by the betterment

or improvement.  (See audit step 12.01C.)

PROPRIETARY PROVIDERS
12.27
In addition to the above steps, the following

need special attention for proprietary providers:

A.
Obtain historical costs of assets used for

income tax purposes and compare with the

historical costs of the assets used for

depreciation and return on equity capital

purposes under Medicare.

B.
If an appraisal to establish the basis for

depreciation was made, examine the provider's

Federal tax return to ensure that the cost

base adopted in the appraisal is not in

excess of the cost reported in the tax return.

C.
Where the income tax basis exceeds the Medicare 

basis, ensure that the excess basis is properly 

substantiated.
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1.
Determine if an appraisal was

necessary as a result of inadequate

property records or Federal tax

records.  If an appraisal was

necessary, determine that the

appraised cost does not exceed

the cost basis used for Federal

tax purposes.  (Refer to section

13 for audit steps on appraisals.)

2.
Ascertain if any assets which were

originally charged off as an expense

under the provider's capitalization

policy or fully depreciated for

Federal income tax purposes are

still in use.  Determine that

their useful lives were revised

and verify that depreciation was

properly recorded.

3.
Determine if there is a difference

in inventory cost of minor equipment

between the Federal income tax basis

and Medicare basis.  If differences

exist and adjustments were made to

the inventory cost for Medicare

purposes, determine the correctness

of the adjustment and verify the

accuracy of depreciation claimed.

4.
Where depreciable assets are

involved such as buildings,

building equipment, major movable

equipment, land improvements and

leasehold improvements, determine

that the historical cost basis for

Medicare does not exceed historical

cost used for Federal income tax

purposes.
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D.
Where records are maintained off premises

(by governmental agencies, home offices or

branches), on-site reviews of such records

should be made.

E.
The audit of the provider's records could

result in the need for audit adjustments

that would affect the calculation of

equity capital.  Therefore, audit

adjustments should be carried forward to

the appropriate worksheets of the cost

report.  For steps to perform for the

audit of equity capital, refer to

section 14.

FUNDED DEPRECIATION
12.28
Funding of depreciation is the practice of 

setting aside cash or other liquid assets in a 

fund separate from the general funds of the 

provider 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, the auditor should determine if the 

provider is funding depreciation and, if so, 

perform the steps in section 11 for the audit 

of interest expense.

12.29
Write the conclusion on audit procedures

performed.  
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