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42 C.F.R. § 413.134

Depreciation: Allowance for depreciation based on asset costs.

(a) Principle. An appropriate allowance for depreciation on buildings and equipment used in the provision of
patient care is an allowable cost. The depreciation must be—

(1) Identifiable and recorded in the provider's accounting records;

(2) Based on the historical cost of the asset, except as specified in paragraph (j) of this section regarding
donated assets; and

(3) Prorated over the estimated useful life of the asset using—
(i) The straight-line method; or

(ii) Accelerated depreciation under a declining balance method (not to exceed double the straight-line rate) or
the sum-of-the-years' digits method in the following situations:

(A) Depreciable assets for which accelerated depreciation was used for Medicare purposes before August 1, 1970,
including those assets for which a timely request to change from straight-line depreciation to accelerated
depreciation was received by an contractor before August 1, 1970;

(B) Depreciable assets acquired before August 1, 1970, if no election to use straight-line or accelerated
depreciation was in effect on August 1, 1970, and the provider was participating in the program on August 1,
1970;

(C) Depreciable assets of a provider if construction of such depreciable asset began before February 5, 1970, and
the provider was participating in the program on February 5, 1970; or

(D) Depreciable assets of a provider if a valid written contract was entered into by a provider participating in the
program before February 5, 1970, for construction, acquisition, or for the permanent financing thereof, and such
contract was binding on a provider on February 5, 1970, and at all times thereafter; or

(iii) A declining balance method, not to exceed 150 percent of the straight-line rate, for a depreciable asset
acquired after July 31, 1970; however, this declining balance method may be used only if the cash flow from
depreciation on the total assets of the institution during the reporting period, including straight-line
depreciation on the assets in question, is insufficient (assuming funding of available capital not required
currently for amortization and assuming reasonable interest income on such funds) to supply the funds required
to meet the reasonable principal amortization schedules on the capital debts related to the provider's total
depreciable assets. For each depreciable asset for which a provider requests authorization to use a declining
balance method for Medicare reimbursement purposes, but not to exceed 150 percent of the straight-line rate,
the provider must demonstrate to the contractor's satisfaction that the required cash flow need exists. For each
depreciable asset in which a provider justifies the use of accelerated depreciation, the contractor must give
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written approval for the use of a depreciation method other than straight-line before basing any interim
payment on this accelerated depreciation or making its reasonable cost determination which includes an
allowance for such depreciation.

(b) General rules—(1) Historical cost. Historical cost is the cost incurred by the present owner in acquiring the
asset.

(i) All providers—(A) Depreciable assets acquired after July 31, 1970 and before December 1, 1997.For depreciable
assets acquired after July 31, 1970 and before December 1, 1997, and for a hospital or an SNF, acquired before
July 18, 1984, the historical cost may not exceed the lower of current reproduction cost adjusted for straight-
line depreciation over the life of the asset to the time of the purchase or the fair market value of the asset at the
time of its purchase.

(B) Depreciable assets acquired on or after December 1, 1997. For depreciable assets acquired on or after December 1,
1997, the historical cost of the asset that will be recognized under this program must not exceed the historical
cost less depreciation allowed to the owner of record as of August 5,1997 (or if an asset did not exist as of August
5,1997, the first owner of record after August 5,1997). For this paragraph (b)(1)(i)(B), the following apply:

(1) An asset that was not in existence as of August 5, 1997 includes an asset that physically existed but was not
owned by a provider participating in the Medicare program as of that date.

(2) The acquisition cost to the owner of record is subject to the limitation on historical costs described in
paragraphs (g) (1), (2), and (3) of this section, and is reduced by any depreciation taken by the owner of record.
The limitation on historical cost is also applied to the purchase of land, which is a capital asset that is neither
depreciable nor amortizable under any circumstances. (See §8 413.153(d) and 413.157(b) for application of the
limitation to the cost of land for purposes of determining the allowable interest expense.)

(3) Acquisition cost to the owner of record includes the costs of betterment or improvements that extend the
estimated useful life of an asset at least 2 years beyond its original estimated useful life or that increase the
productivity of an asset significantly over its original productivity.

(4) For assets acquired prior to a provider's entrance into the Medicare program, the acquisition cost to the
owner of record is the historical cost when acquired, rather than when the provider entered the program.

(5) For assets subject to the optional depreciation allowance as described in § 413.139, the acquisition cost to the
owner of record is the historical cost established for those assets when the provider changed to actual
depreciation as described in § 413.139(e). If the provider did not change to actual depreciation, as described in §
413.139(e), for optional allowance assets, the acquisition cost to the owner of record is based on the provider's
recorded historical cost of the asset when acquired. If the provider has no historical cost records for optional
allowance assets, the acquisition cost to the owner of record is established by appraisal.

(6) The historical cost of an asset acquired on or after July 18, 1984 may not include costs attributable to the
negotiation or settlement of the sale or purchase (by acquisition, merger, or consolidation) of any capital asset
for which any payment was previously made under the Medicare program. The costs to be excluded include, but
are not limited to, appraisal costs (except those incurred at the request of the contractor under paragraph (f)(2)
(iv) of this section), legal fees, accounting and administrative costs, travel costs, and the costs of feasibility
studies.

(ii) Hospitals and SNFs only. (A) For assets acquired on or after July 18, 1984 and before December 1, 1997 and
not subject to an enforceable agreement entered into before July 18, 1984, historical cost may not exceed the
lowest of the following:
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(1) The allowable acquisition cost of the asset to the owner of record as of July 18, 1984 (or, in the case of an asset
not in existence as of July 18, 1984, the first owner of record of the asset after that date);

(2) The acquisition cost of the asset to the new owner; or
(3) The fair market value of the asset on the date of acquisition.

(B) For purposes of applying paragraph (b)(1)(ii)(A) of this section, an asset not in existence as of July 18, 1984
includes any asset that physically existed, but was not owned by a hospital or SNF participating in the Medicare
program as of July 18, 1984.

(C) The acquisition cost to the owner of record is subject to any limitation on historical costs described in
paragraphs (b)(1)(i) or (g)(1) and (2) of this section, and is not reduced by any depreciation taken by the owner of
record. This limitation on historical cost is also applied to the purchase of land, a capital asset that is neither
depreciable nor amortizable under any circumstances. (See §8 413.153(d) and 413.157(b) for application of the
limitation to the cost of land for purposes of determining allowable interest expense and return on equity capital
or proprietary providers.)

(D) Acquisition cost to the owner of record includes the costs of betterments or improvements that extend the
estimated useful life of an asset at least two years beyond its original estimated useful life or increase the
productivity of an asset significantly over its original productivity.

(E) For assets acquired prior to a hospital's or SNF's entrance into the Medicare program, the acquisition cost to
the owner of record is the historical cost of the asset when acquired, rather than when the hospital or SNF
entered the program.

(F) For assets subject to the optional depreciation allowance as described in § 413.139, the acquisition cost to the
owner of record is the historical cost established for those assets when the hospital or SNF changed to actual
depreciation as described in § 413.139(e). If the hospital or SNF did not change to actual depreciation, as
described in § 413.139(e), for optional allowance assets, the acquisition cost to the owner of record is established
by reference to the hospital's or SNF's recorded historical cost of the asset when acquired. If the hospital or SNF
has no historical cost records for optional allowance assets, the acquisition cost to the owner of record is
established by appraisal.

(G) The historical cost of an asset acquired on or after July 18, 1984 may not include costs attributable to the
negotiation or settlement of the sale or purchase (by acquisition, merger, or consolidation) of any capital asset
for which any payment was previously made under the Medicare program. The costs to be excluded include, but
are not limited to, appraisal costs (except those incurred at the request of the contractor under paragraph (f)(2)
(iv) of this section), legal fees, accounting and administrative costs, travel costs, and the costs of feasibility
studies.

(iii) Hospital-based providers other than SNFs and SNF-based providers. For changes of ownership that involve
assets of a hospital-based provider other than a SNF, or assets of a SNF-based provider, the provisions of
paragraph (b)(1)(ii) of this section are not applicable. A reasonable allocation of the purchase price must be
made, so that the hospital-based provider other than a SNF, or a SNF-based provider, is not affected by the
limitations described in paragraph (b)(1)(ii) of this section. The historical cost of assets of providers other than
hospitals and SNFs is governed by paragraph (b)(1)(i) of this section.

(2) Fair market value. Fair market value is the price that the asset would bring by bona fide bargaining between
well-informed buyers and sellers at the date of acquisition. Usually the fair market price is the price that bona
fide sales have been consummated for assets of like type, quality, and quantity in a particular market at the time
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of acquisition.

(3) The straight-line method. Under the straight-line method of depreciation, the cost or other basis (for example,
fair market value in the case of donated assets) of the asset, less its estimated salvage value, if any, is determined
first. Then this amount is distributed in equal amounts over the period of the estimated useful life of the asset.

(4) Declining balance method. Under the declining balance method, the annual depreciation allowance is computed
by multiplying the undepreciated cost of the asset each year by a uniform rate up to double the straight-line rate
or 150 percent, as the case may be (see paragraph (a)(3) of this section for limitations on use of accelerated
methods of depreciation).

(5) Sum-of-the-years' digits method. Under the sum-of-the-years' digits method, the annual depreciation
allowance is computed by multiplying the depreciable cost basis (cost less salvage value) by a constantly
decreasing fraction. The numerator of the fraction is represented by the remaining years of useful life of the asset
at the beginning of each year, and the denominator is always represented by the sum of the years' digits of useful
life at the time of acquisition.

(6) Current reproduction cost. Current reproduction cost is the cost at current prices, in a particular locality or
market area, of reproducing an item of property or a group of assets. Where depreciable assets are concerned,
this means the reasonable cost to have built, reproduce in kind, or, in the case of equipment or similar assets, to
purchase in the competitive market.
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