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133.
TREATMENT OF INVOLUNTARY CONVERSION LOSSES


133.1
General.--Losses resulting from the involuntary conversion of depreciable assets, such as condemnation, fire, theft, or other casualty, are includable in allowable costs in the year of the involuntary conversion, provided the allowable losses incurred in any cost reporting period do not exceed $5,000 and provided the assets are replaced.  If the allowable losses in any cost reporting period exceed $5,000, the total amount of the losses is recognized as a deferred charge and treated as specified in sections 133.2 and 133.3.  If after the involuntary conversion, the depreciable asset is no longer used in providing patient care or is not replaced, no amount of the loss is includable in allowable costs.  However, if the provider intends to replace or restore the asset but is unable to do so because the designated State Health Planning and Development Agency finds such replacement or restoration to be inconsistent with the health system's plan of the provider's health service area, the loss is allowable so long as the provider continues to participate in Medicare.  In this case, the loss is capitalized as a deferred charge and amortized over the remaining life of the involuntarily-converted asset, or at the rate of $5,000 per year, whichever is greater.


Losses resulting from a provider's imprudent management of its depreciable assets, such as failure to obtain proper insurance coverage, are not includable in allowable costs.  (See section 2160.5E.)

If a gain is realized from the involuntary conversion of a depreciable asset, the net amount realized shall reduce the basis of the restored or replaced asset.  If the asset is not restored or replaced, the gain is treated as part of the net depreciation adjustment in accordance with section 132.3.


If a replaced or restored asset resulting from an involuntary conversion ceases to be used in the provision of patient care services or the provider terminates its participation in the Medicare program, the unamortized deferred charge remaining at that time shall not be included in determining allowable cost under the Medicare program.  However, if the asset is transferred to an organization considered related as defined in section 1002.1 and the purchasing organization continues as a provider in the Medicare program, the remaining deferred charge representing the unrecovered basis of the involuntarily converted asset shall continue to be amortized over the number of years considered as the remaining estimated useful life of the replacement or restored asset.  Where the asset is transferred to an unrelated provider, further amortization of the deferred charge is not allowed.


133.2
 Total Casualty Losses.--If a depreciable asset is destroyed by an involuntary conversion beyond repair and the amount of the allowable loss exceeds $5,000, the loss must be capitalized as a deferred charge over the estimated useful life of the asset which replaces it.  The allowable loss for a total casualty is the undepreciated cost or unrecovered book value of the asset, less insurance proceeds,
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gifts, and grants received from local, State, or Federal Government, or any other source as a result of the involuntary conversion.  If the unrepairable asset is disposed of by scrapping, income received from salvage is treated as a reduction in the amount of the allowable loss.  Conversely, where additional expense is incurred in the scrapping operation, such cost would be added to the allowable loss of the destroyed asset.

133.3
Partial Casualty Losses.--If a depreciable asset is partially destroyed or damaged as a result of an involuntary conversion, a reduction in its cost basis (the book value) is assumed to have taken place.  Therefore, the cost basis of the asset must be reduced to reflect the amount of the casualty loss, regardless of whether the loss is covered by insurance.

The amount of the casualty loss is the difference between the fair market value immediately before the casualty and the fair market value immediately after the casualty; however, for program purposes the allowable loss is limited to the percent of loss in fair market value applied to the net book value of the asset at the time the casualty occurred.  This method of calculating the allowable loss recognizes the actual reduction in the cost value of the asset rather than the reduction in replacement value.  If the allowable loss in any cost reporting period exceeds $5,000, the loss must be capitalized as a deferred charge and amortized over the useful life of the restored asset.

The fair market value generally can be ascertained by competent appraisal.  If no appraisal is made, the cost of repairs to the damaged property is acceptable as evidence of the loss of value if the repairs restore the property to its condition immediately before the casualty and, as a result of the repairs, the value of the property has not been increased.  The amount of the allowable loss is then deducted from the cost basis of the asset before the casualty, to arrive at the adjusted cost basis of the asset.  Any insurance proceeds received or recoverable must be deducted from the amount of the casualty loss to determine the gain or the loss.

EXAMPLE:

Fair market value - before
$16,000

Fair market value - after
    4,000
Casualty loss
$12,000
Percentage of loss in fair market value ($12,000 ( $16,000 = 75%)

Amount of loss to be recognized by the program:

Net book value of the asset at

the time of the casualty
$12,000

Amount of partial casualty loss

to be allowed (75% x $12,000)
    9,000
Adjusted cost basis of asset  
$  3,000 
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The allowable portion of the partial casualty loss ($9,000) is recognized as a deferred charge and amortized over the estimated useful life of the restored asset.

Actual costs incurred in the restoration of an asset, including expenditures from the self-insurance reserve fund, are added to the adjusted cost basis of the asset to arrive at the revised cost of the restored asset and capitalized over what is determined to be the remaining useful life of the restored asset.  When the repairs materially improve or add to the value or utility of the property or appreciably prolong its useful life, a redetermination of the expected useful life will be necessary.

The following chart shows the method of adjusting the cost basis and of determining the amount of the gain or loss.
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PARTIAL CASUALTY LOSSES

EXAMPLES:  ADJUSTMENT OF COST BASIS; DETERMINATION OF GAIN OR LOSS
A
B
C
D

Ratio of

Loss to

Value 
Value
Fair Market

Net Book Value
before
after
Value before

Before Casualty
Casualty
Casualty
Casualty    
1.  $10,000
$16,000
$ 8,000
50%

2.   10,000
 10,000
   2,000
80%

3.     5,000
 20,000
  16,000
20%

4.   10,000
 18,000
     l,800
90%
E
   F
   G
   H

Amount of

Insurance

Casualty
Adjusted
Received 
Gain

Loss
Cost Basis
or
or

(D x A)  
(A - E)   
Recoverable
Loss
1.  $5,000
$5,000
$ 3,000
$2,000(Loss*)

2.    8,000
  2,000
   8,000
    -0-

3.    1,000
  4,000
   4,000
  3,000(Gain**)

4.    9,000
  1,000
  10,000
  l,000(Gain**)

*Not allowable.  This example assumes provider does not have adequate insurance to cover this loss.  (This example does not include a deductible.)

**Gains are treated in accordance with the instructions contained in the third paragraph of § 133.1.
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133.4
 Losses for Application of Customary Deductible Clause.--A loss which is determined to be an allowable cost, e.g., loss due to the application of the customary deductible clause (subject to the limitation expressed in § 133.1), is recognized as a deferred charge (after application of insurance proceeds), and amortized over the remaining useful life of the asset or its replacement if the loss exceeds $5,000.

EXAMPLE:  A hospital building sustained severe damage from an earthquake in an area in which a prudent businessman would be expected to purchase earthquake insurance.  The provider's insurance policy carried a 5 percent deductible clause (5 percent of the insured value which is not reimbursed by the insurance company) and the amount of the proceeds from the insurance company totaled $550,000.  Other information is as follows:

Insured and fair market value of hospital

immediately before casualty
$11,000,000

Fair market value of hospital immediately

after casualty
    9,900,000
Amount of casualty loss
$  1,100,000

Deductible
               


    5%

Net book value of hospital at time of casualty
$  9,000,000

Computation of allowable loss:

Ratio of amount of casualty loss to fair market value immediately before casualty:

$ 1,100,000 = 10%

$11,000,000

Net book value at time of casualty
x  ratio =
adjusted loss

$   9,000,000
x  10%  =
$     900,000

Adjusted cost basis:

Net book value at time of casualty

$  9,000,000

Adjusted loss

       900,000
Adjusted cost basis for program purposes
$  8,100,000
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If and when the property is repaired, the restoration costs would be added to the adjusted cost basis.

Adjusted cost basis





$8,l00,000

Plus:  Restoration costs, including improvements

                 l,000,000
Revised cost basis




                                         $9,l00,000
Allowable casualty loss:

Amount received from insurance-

 
Casualty loss




                                          $l,l00,000

Less:  deductible 5% x $ll,000,000




   550,000
Net amount received from insurance


               $  550,000

               

Adjusted loss






               $  900,000

Net amount received from insurance



                   550,000
Allowable loss (adjusted deductible)



               $  350,000

               

The allowable loss of $350,000 is entered on the books of the provider as a deferred charge and amortized over the expected useful life of the restored asset.  Where the provider terminates participation in the program, the unamortized portion of the allowable loss is not included in allowable costs.

l33.5
Limitation on Allowable Cost Where Provider Maintains a Self-Insurance Reserve Fund.--Where the provider maintains a self-insurance reserve fund, the amount of the casualty loss recognized as an allowable cost is limited to the lesser of the decrease in fair market value, as adjusted, of the damaged or destroyed asset (§§l33.2 and l33.3) or the amount of cash, investments, etc., comprising the accumulated balance in the self-insurance reserve account.

EXAMPLE:

Amount accumulated in the self-insurance reserve fund



$20,000

Amount accumulated in the self-insurance reserve fund $20,000
Cost of Asset






 $l00,000

Less:  Depreciation Allowed




  60,000
Unrecovered book value




$40,000

Less:  Amount of Casualty Loss (as adjusted - §l33.2)

                               25,000

Adjusted cost basis of asset




$  15,000

            

As the allowable loss is limited to the lesser of the amount of the casualty loss, as adjusted, or the total amount in the self-insurance reserve fund, the allowable loss is limited to $20,000.  This amount is entered on the books of the provider as a deferred charge and amortized over the estimated useful life of the restored or replacement asset. The balance of the loss, $5,000, is not recognized as an allowable cost because the provider failed to maintain an adequate reserve in the self-insurance reserve fund.
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l34.
APPRAISAL GUIDELINES

Where historical cost records of a purchased asset are not available or are incomplete, or where fair market value or current reproduction cost must be established for purposes of §§104.10, 104.14, or 104.16, a timely appraisal of the historical cost, fair market value or depreciated reproduction cost (as appropriate) of the asset made by an independent, recognized expert will be acceptable for depreciation and owner's equity capital purposes. The appraisal of the historical cost of assets should produce a value approximating the cost of reproducing substantially identical assets of like type, quality, and quantity at a price level in a bona fide market as of the date of acquisition.  The appraisal expert may also assist the provider in the development of permanent fixed asset records.  The appraisal must be conducted in accordance with "The Principles of Appraisal Practice and Code of Ethics" of the American Society of Appraisers.

134.1
Approval of an Appraisal.--Before an appraisal is made for Medicare purposes, the provider will inform its intermediary of its intent, and the reason for the appraisal. The provider will also make the proposed appraisal agreement available to its intermediary.  The proposed agreement should specify such information as the appraisal date, estimated date of completion, scope of the appraisal, and a statement that in the judgment of the appraisal firm the results will conform to the then current Medicare regulations on principles of reimbursement for provider costs.  The intermediary will promptly determine if the firm qualifies as an independent expert, and whether the proposed appraisal meets program requirements regarding type, technique, and results.

l34.2
Need of Appraisal for Program Purposes.--An appraisal for program purposes should be made only where the provider has no historical cost records or has incomplete records of the depreciable fixed assets or needs to determine an asset(s)' fair market value or depreciated reproduction cost.  The appraisal should develop the historical cost and related information that will assist in the construction, reconstruction, or revision of accounting records to enable the provider to make proper distribution of depreciation expense in Medicare cost reports.  Normally, a proprietary provider will not need a historical cost appraisal since its Federal tax return and supporting records will show the historical cost basis of its assets.  Where an appraisal is being performed to determine the current reproduction cost of an asset, the appraisal should represent the cost to reproduce the actual facility in like kind, and should not be inflated by such factors as current or anticipated space needs or different construction types (e.g., masonry vs. wood frame).

Appraisals must be performed within the time limits specified in the proposed agreement and not on a piece-meal or intermittent basis.

l34.3
Asset Values of Proprietary Providers Determined by Appraisals.--Where a historical cost appraisal of a proprietary provider's assets is necessary because its property or Federal tax records do not adequately reflect the cost of the facility for Medicare purposes, the intermediary will recognize the appraised cost for Medicare reimbursement purposes but not to exceed the cost basis of these assets used for Federal tax purposes.  There may be assets originally charged off as expense under a provider's capitalization policy that are still in use or assets fully depreciated for Federal income 

1-16
Rev. 336

11-07
DEPRECIATION
134.3 (Cont.)

tax purposes but still in use.  Medicare will recognize for depreciation purposes an appropriate adjustment to the income tax valuation in the case of such assets where the correctness of the adjustment can be documented.  The allowed valuation would be the cost of such assets as of the dates of acquisition less depreciation based on the expired portion of their useful lives as they may be revised for Medicare purposes.

Where minor equipment (§l04.5) is concerned, the Medicare program recognizes that the inventory costs of such equipment may not truly reflect the cost of equipment purchased and in use by the provider.  Differences in the capitalization policies of providers and their desire to limit property record controls over certain classes of small assets cause variations in the recorded costs of assets generally considered depreciable.  Medicare then will recognize an appropriate adjustment to the inventory costs of these assets used by the provider for income tax purposes to acknowledge the additional assets included and will permit the depreciation or amortization of the remaining cost over the remaining useful lives of the assets.

However, where all other depreciable assets are concerned, such as buildings, building equipment, major movable equipment, land improvements, and leasehold improvements, Medicare will not recognize a historical cost of such assets in excess of the historical cost used for Federal income tax purposes.  Providers should be able to support this historical cost by reference to original documents such as contracts, vouchers, checks, and other evidence.  If the provider does not have such original documentation constituting primary evidence of the historical cost of assets, the intermediary will consider the provider's Federal income tax returns as secondary evidence to be used in establishing or verifying the historical cost of the assets.  Further, it is possible that because of the effects of other provisions of the regulations, such as "Cost to Related Organizations," the historical cost under Medicare might be less than that allowed and used for Federal income tax purposes.

Under the regulations, providers may change the useful lives of assets where this can be justified and appropriately adjust the accumulated depreciation applicable to the historical cost of the assets involved.  The effect of such adjustments is to change the undepreciated amount of the historical cost for Medicare purposes.  The regulations do not permit providers to increase the historical cost basis of their assets to recognize elements of costs or expenditures which were not capitalized but were considered as expense items.  For example, if a provider determined that a physical modification of the building was a repair and thus an item of expense not capitalized and uses the historical cost so determined for Federal income tax purposes, the provider may not change the historical cost basis to include that expenditure previously determined a repair and capitalize it; i.e., increase the historical cost basis of the building for Medicare purposes. As another example, if a provider builds a facility and in establishing the historical cost of the building determines that materials and labor used were not part of the historical cost of the building and charges the cost of such materials and labor into expenses for Federal income tax purposes, the provider may not then include such expenditures in the historical cost of the building for Medicare purposes.
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These guidelines are to be applied retroactively as well as prospectively.  Where an intermediary has approved an appraisal resulting in the establishment of asset costs in excess of the cost basis used for Federal income tax purposes, or where a proprietary provider has increased the historical cost basis of its assets to an amount in excess of the historical cost basis used for Federal income tax purposes by reference to supporting documentation, the intermediary will require a redetermination of historical costs.  Costs in excess of the cost basis used for Federal income tax purposes will not be recognized under Medicare.  Further, for cost reporting periods beginning on or after January l, l970, the intermediary will also require a redetermination of allowable costs for the reporting period covered to reflect the effects of the adjustment in the historical cost basis of the assets.  For cost reporting periods beginning before January l, l970, however, no redetermination of such allowable costs need be made for the reporting periods covered. Accumulated depreciation applicable to the depreciable assets under the program will include the full amount allowed during those periods in which an increased historical cost basis was used.  The net book value so established shall be used for computations of equity capital and determinations of gain or loss on the sale of assets and for any other reimbursement purposes under Medicare.

l34.4
Fixed Assets Included in Appraised Values.--Fixed asset values established by an appraisal must include all provider-owned plant assets used in patient care or in the overall operation and administration of the institution.  Fixed assets used in research and other nonallowable cost areas or functions should be included so that depreciation is reflected in those departmental costs to provide a proper basis for allocating administrative and general expense.  Fixed assets of a related organization not used by a provider in rendering patient care, assets acquired in anticipation of expansion, and assets held for investment and not used in the plant operation should not be included as a part of the appraised values.

Generally accepted accounting principles relating to improvements or betterments must be followed in determining the asset valuation established by the appraisal.  Repair or maintenance of a nature that restores an asset to its original condition but does not extend its useful life is not a betterment or improvement but an expense of that period.

l34.5
Pricing Sources.--

A.
Prime or Basic Source.--The pricing of assets to establish historical costs will be based on such actual supporting documents as vendor invoices and construction contractor completion statements.  In the absence of invoices such other records as revenue stamps, board minutes, contracts of purchase and deeds recorded with the county's Recorder of Deeds may be used.

B.
Other Sources and Techniques.--Other methods, such as manufacturer's catalogs, libraries of material prices, or techniques involving reverse trending and price indexes may be used to establish acquisition costs and acquisition dates.  Such methods may be used only when actual supporting documents are not available.  When these sources and techniques are used, consideration must be given to manufacturers and quantity discounts.  The values arrived at should closely approximate the actual historical cost of an asset at the date of acquisition.
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The use of these sources and techniques must be disclosed, including the general nature of the method(s), in the appraisal report or results.

l34.6
Donated Assets.--Where the provider's records do not contain the fair market value of donated assets as of the date of donation, an appraisal of such fair market value on the date of donation by the appraisal expert will be acceptable for depreciation and owner's equity capital purposes.

Where material, labor, and services are donated in the construction of an asset, the asset value is the sum of the appraised cost of the material, labor, or services actually donated and the incurred cost of that part which was not donated.  Labor costs should be determined in accordance with the rates prevailing in the community (at the time of construction) and the type of labor incurred.  For example, if the labor donated was nonunion labor, the cost would be at the nonunion labor rate as opposed to a union labor rate.  If records are not available as to the actual labor, services or material donated, the fair market value at the time of donation may be determined by the other methods shown in §l34.5.  Estimated labor costs provided by an owner or shareholder of an institution are not includable in the historical cost of constructed assets.

l34.7
Treatment of Assets Costing Less Than $l00.--Individual major movable assets costing less than $l00 (whether or not purchased in quantity prior to the appraisal date) may be capitalized at the time of appraisal at the purchase cost less accumulated depreciation from the date of acquisition regardless of the provider's past accounting practices.  If an election is made to capitalize such assets, this policy must be applied consistently.

Providers which have expensed such items while in the program may not decide later to capitalize them.  This also applies to those providers which eventually decide to have appraisals.  Major movable equipment with a unit cost of $l00 or less may be grouped by the appraisal expert.  However, the book value assigned to such grouped assets at appraisal may not exceed the book value of the assets if individually appraised. Identification of the individual assets comprising the group must be available.

l34.8
Tagging of Major Equipment.--For program purposes, tagging of equipment is not mandatory.  In the absence of tagging, however, alternate records must exist to satisfy audit verification of the existence and location of assets.

134.9
Appraisal Programs.--Since the condition of provider asset records varies significantly, an appraisal program may be comprehensive or partial.  For instance, a provider may engage an appraisal firm to appraise a part of its facility for which no historical records have been maintained, or a provider may need to have an appraisal made on a particular class of assets in a specific identified location.

Rev. 331
1-19

134.9 (Cont.)
DEPRECIATION
11-85

Comprehensive type programs are usually appropriate because of such complexities as lump-sum purchases of assets or a complete lack of historical cost records for all assets.

An appraisal program should include:

l.
A physical inventory and listing of pertinent data for all applicable assets in use, or in standby status, at the appraisal date or report date.  The physical inventory may be made by the provider or the appraiser.  If made by the provider such inventory must be verified by the appraiser.

2.
The acquisition cost of each item or unit of property, including architect fees, installation costs, freight, etc.

3.
A classification of each item or unit of property in accordance with the AHA Chart of Accounts for Hospitals.  These classifications are:

a.
Land improvements

b.
Buildings

c.
Fixed equipment

(l) Building services equipment

(2) Other fixed equipment

d.
Major movable equipment

e.
Minor equipment

f.
Leasehold improvements

4.
Establishing an estimated useful life for each asset.  (See § 104.17.)  The estimated useful life established for each asset for purposes of the appraisal must be consistent with the estimated useful life for each asset used by the provider for depreciation purposes.

5.
Determining a salvage value for each asset.  (See § l04.l9.)

6.
Selecting a depreciation method for each asset.

7.
Calculating depreciation provisions for the current reporting period.

8.
Calculating accumulated depreciation using an approved basis from the date of acquisition to the start of the first reporting period under Medicare in which actual depreciation is first claimed.

9.
Determining square footage for each cost center to identify all rooms on a floor or within a building if this was not previously done by the provider.  This should be accomplished as explained in the AHA Cost Finding and Rate Setting for Hospitals.
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l0.
Reconciling appraisal results with provider records.  For assets acquired prior to January l, l966, the provider's plant asset records, if any, and accounting records must be considered even though they may be inaccurate.  This reconciliation must be made from land improvements, buildings, building services equipment, and where possible for other major asset classifications.


Where applicable, difference disclosed by the reconciliation must be reflected as adjustments in the provider's accounting and plant assets records.


l34.l0
 Appraisal Report.--


A.
Certification and Transmittal.--A letter of certification and transmittal should accompany the appraisal results.  The certification should state that in the judgment of the appraisal firm the results were determined in conformity with Medicare regulations and requirements.  This letter will include such information as:


l.
Name of provider.


2.
Location(s) of facilities included in appraisal.


3.
Appraised date, date up to which accumulated depreciation was calculated (of other than appraisal date) and period for which current depreciation is calculated.


4.
Contents of data supplied to provider--summaries, schedules, plans, etc.


5.
Appraisal program description--extent of asset appraisal, i.e., physically inventoried, etc., pricing bases, and other pertinent information not readily apparent in the detail results (e.g., depreciation methods).


6.
Policy for determining capitalizable assets.

7.
Depreciation policy in the year of acquisition and disposal.


8.
Identification of material items included in the appraisal where the values of such items were obtained from outside sources without independent verification by the appraisal firm.


B.
Listings of Assets Appraised.--If a listing of assets which constitutes the provider's Medicare property records is supplied, it must contain all necessary and pertinent information, even if portions were determined solely by the provider.

l.
A listing of assets should include the following data for each asset;
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a.
Building location

b.
Cost center or department

c.
Asset description (usually includes manufacturer's name, model, number, serial number, etc.)

d.
AHA asset classification

e.
Historical cost

f.
Acquisition date

g.
Estimated useful life to provider

h.
Salvage value

i.
Depreciation provisions for current reporting period

j.
Accumulated depreciation provision at appraisal or other pertinent date(s)

k.
Pricing method where necessary for adequate disclosure, where more than one method used on various assets



2.
Reconciliations and comparisons with provider records must be included.


3.
Square footage and other allocation basis information for buildings and cost centers within buildings must also be included.


The intermediary will make the final decision as to the acceptance of the appraisal results for Medicare purposes.

l34.11
 Appraisal Records.--The appraisal firm's work papers and supporting documents must be available to the intermediary or its audit capability for examination upon reasonable request.

l34.l2
 Appraisal Expense.--Appraisal expense, including that expense for appraisal of research and other nonpatient departments, incurred by a provider after entrance into the program to establish plant records for Medicare purposes may be included in allowable cost only if the appraisal had been approved by the intermediary.  Such expenses will be considered as allowable administrative costs in the period incurred, subject to apportionment to the Medicare program.  Appraisal expense incurred in appraisal of assets not connected with provider operations may not be included in allowable costs.


Where providers have appraisals made for other business purposes (insurance coverage, tax values, and financing), the expenses incurred for such appraisals may be included in allowable costs as part of general and administrative costs.  However, appraisal expense incurred to establish values for the sale or anticipated sale of a provider organization are not includable in allowable costs.  Where the intermediary determines that a provider has incurred appraisal expense to establish the historical cost of assets which were already adequately reflected in its books, records or tax return, the cost of performing the appraisal is not allowable.
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