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PAR CASE 95-003 
IMPAIRMENT OP LONG-LIVED ASSETS 

The baseline i s the FAR through FAC 38. Changes are 
represented by [ b o l d p r i n t i n brackets] f o r new language and 
o t r i l c c t h r o u g h f o r d e l e t e d language. 

31.205-11 Depreciation. 

(o) In the event of a write-down from carrying value to 
f a i r value as a r e s u l t of impairments caused by events or 
changes i n circumstances, [allowable] depreciation of the 
impaired assets s h a l l not GKOood [be limi ted to] the amounts 
[that would have been allowed had the assets not been] 
ootabliahod on dGprcciation DGhodulco in uoc prior to the 
write down [written down] (see 31.205-16(g)). [However, t h i s 
does not preclude a cheuige i n depreciation r e s u l t i n g from 
other causes such as permissible changes i n estimates of 
service l i f e , consuoqption of services or residual value.] 

31.205-16 Gains and losses on disposition or ii^pairment of 
depreciidsle property or other c a p i t a l assets. 

(g) With respect t o l o n g - l i v e d t a n g i b l e and 
i d e n t i f i a b l e i n t a n g i b l e assets h e l d f o r use, no loss s h a l l 
be rooogniged [allowed] f o r a write-down from c a r r y i n g value 
to f a i r value as a r e s u l t of impairments caused by events or 
changes i n circumstances (e.g., environmental damage, i d l e 
f a c i l i t i e s a r i s i n g from a d e c l i n i n g business base, e t c . ) . 
[ I f d epreciable p r o p e r t y or other c a p i t a l assets have been 
w r i t t e n down from c a r r y i n g value t o f a i r value due t o 
impairments, gains or losses upon d i s p o s i t i o n s h a l l be the 
eunounts t h a t would have been allowed had the assets not been 
w r i t t e n down.] DcprcGiation or a m o r t i g a t i o n on pro w r i t e 
down c a r r y i n g value of impaired aoooto not y o t diopoocd of 
o h a l l continue t o bo roGovorablc under ootabliohod 
doprcGiation or a m o r t i g a t i o n ooheduleo t o the extent i t i o 
not othorwioo unallowablo under other provioiono of the FAR. 



Draft Pederal Register Notice 

DEPARTMENT OP DEPENSE 
GENERAL SERVICES ADMINISTRATION 
NATIONAL AERONAUTICS AND SPACE ADMINISTRATION 

48 CPR Part 31 
[PAR Case 95-003] 

Pederal Acquisition Regulation; 
Impairment of Long-Lived Assets 

AGENCIES: Department of Defense (DoD), General Services 
A d m i n i s t r a t i o n (GSA), and Na t i o n a l Aeronautics and Space 
A d m i n i s t r a t i o n (NASA). 

ACTION: F i n a l r u l e . 

SUMMARY: The C i v i l i a n Agency A c q u i s i t i o n Council and the Defense 
A c q u i s i t i o n Regulations Council have agreed on a f i n a l r u l e t o 
amend the Federal A c q u i s i t i o n Regulation (FAR) t o c l a r i f y the 
cost a l l o w a b i l i t y r u l e s concerning the r e c o g n i t i o n of losses when 
ca r r y i n g values of impaired assots are w r i t t e n down f o r f i n a n c i a l 
r e p o r t i n g purposes. 

DATES: This r u l e i s e f f e c t i v e . 

POR PURTHER INPORMATION CONTACT: Mr. Jeremy Olson at 
(202) 501-3?21 i n reference t o t h i s FAR case. For general 
i n f o r m a t i o n , contact the FAR S e c r e t a r i a t , Room 4037, GS B u i l d i n g , 
Washington, DC 20405 (202) 501-4755. Please c i t e FAR Case 
95-003. 

SUPPLEMENTARY INPORMATION: 

A. Background 

This f i n a l r u l e c l a r i f i e s t h a t impairment losses recognized 
f o r f i n a n c i a l accounting purposes under the F i n a n c i a l Accounting 
Standards Board Statement of F i n a n c i a l Accounting Standards 
(SFAS), No. 121, Accounting f o r the Impairment of Long-Lived 
Assets and f o r Long-Lived Assets t o be Disposed Of, dated 
March 1995, are not allowable f o r Government c o n t r a c t c o s t i n g . 



The SFAS applies t o l o n g - l i v e d assets (such as land, 
b u i l d i n g s , and equipment), c e r t a i n i d e n t i f i a b l e i n t a n g i b l e s , and 
r e l a t e d g o o d w i l l . I f impaired assets are t o be held f o r use, the 
SFAS requires a write-down t o f a i r value when events or 
circumstances (e.g., environmental damage, i d l e f a c i l i t i e s 
a r i s i n g from d e c l i n i n g business, etc.) i n d i c a t e t h a t c a r r y i n g 
values may not be f u l l y recoverable. Once w r i t t e n down, the 
previous c a r r y i n g amount of an impaired asset could not be 
restored i f the impairment was subsequently removed. 

I n c o ntrast t o the SFAS p r o v i s i o n s . Cost Accounting Standard 
(CAS) 9904.409, Depreciation of Tangible C a p i t a l Assets, provides 
q u i t e d i f f e r e n t c r i t e r i a and guidance t o recognize gains and 
losses f o r Government co n t r a c t purposes. The language at CAS 
9904.409-40(a) (4) and ( b ) ( 4 ) , CAS 9904 . 409-50 ( j ) , a n d r e l a t e d 
Promulgation Comment 10, Gain or Loss, makes i t c l e a r t h a t gains 
and loses are recognized only upon asset d i s p o s a l ; no other 
circumstances t r i g g e r such r e c o g n i t i o n . The language at CAS 
9904.409-50(1) makes i t c l e a r t h a t changes i n d e p r e c i a t i o n may 
r e s u l t from other p e r m i s s i b l e causes, e.g., changes i n estimated 
service l i f e , consumption of services, and r e s i d u a l value. 

The f i n a l r u l e amends Subsections 31.205-11, Depreciation, 
and 31.205-16, Gains and Losses on D i s p o s i t i o n or Impairment of 
Depreciable Property or Other C a p i t a l Assets, t o c l a r i f y t h a t 
these subsections r e f l e c t the CAS p r o v i s i o n s t h a t an asset be 
disposed of i n order t o recognize a gain or lo s s . Consequently, 
f o r Government c o n t r a c t purposes, (1) an impairment loss i s 
recognized only upon disposal of the impaired asset and i s 
measured, l i k e other losses, as the d i f f e r e n c e between the net 
amount r e a l i z e d and the impaired asset's undepreciated balance; 
(2) Government c o n t r a c t o r s recover the c a r r y i n g values of 
impaired assets h e l d f o r use by r e t a i n i n g pre-write-down 
d e p r e c i a t i o n or a m o r t i z a t i o n schedules as though no impairment 
had occurred; and (3) changes i n d e p r e c i a t i o n are allowable from 
other p e r m i s s i b l e causes. 

An i n t e r i m r u l e was published i n the Federal Register on 
December 14, 1995 (60 FR 64254). Four sources submitted p u b l i c 
comments. A l l comments were considered i n developing the f i n a l 
r u l e . 

B. Regulatory P l e x i b i l i t y Act 

The Department of Defense, the General Services 
A d m i n i s t r a t i o n and the N a t i o n a l Aeronautics and Space 
A d m i n i s t r a t i o n c e r t i f y t h a t t h i s f i n a l r u l e does not have a 
s i g n i f i c a n t economic impact on a s u b s t a n t i a l number of small 
e n t i t i e s w i t h i n the meaning of the Regulatory F l e x i b i l i t y Act, 
5 U.S.C. 601, et seq., because most c o n t r a c t s awarded t o small 



e n t i t i e s are awarded on a competitive fixed-price basis and do 
not require application of the cost principles contained i n t h i s 
rule. 
C. Paperwork Reduction Act 

The Paperwork Reduction Act of 1995 (Pub. L. 104-13) does 
not apply because the changes to the FAR do not impose any new 
reporting or recordkeeping requirements which require Office of­
Management and Budget approval under 44 U.S.C. 3501, et seg. 



PAC Introductory Item 

ITEM XX--
This f i n a l r ule amends FAR 31.205-11 and 31.205-16 to 

c l a r i f y the cost a l l o w a b i l i t y rules concerning the recognition of 
losses when carrying values of impaired assets are w r i t t e n down 
for f i n a n c i a l reporting purposes. 
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ANALYSIS 

The Implications of FAS 121 and the Interim FAR Rule 
For Government Contractors: 

A Sensible Approach to the Determination of Impaired Assets 

Howard N. Kenyon Jr. and Gregory L Fordham* 

Introduction 
An interim Federal Acquisiiion Regulation (FAR) rule was recently issued that requires government 

contractors to deviate from Generally Accepted Accouniing Principles (GAAP) wilh respect to 
impaired a.ssets and threatens to diminish a governmeni contracior's cosl recovery and revenue stream. 

Since the decision lo characterize an asset as impaired under GAAP is a decision founded in market-
based pricing, the issue for governmeni contractors is wheiher impairmenl can occur for conlractors 
doing business in a cost-based environmenl. The FAR cosl principles provide several avenues for 
recovering the undepreciated carrying value of assets lhal otherwise would nol exist for commercial 
enterprises. But lhese cosl recovery potentials can be used fully only if there has been no write-down of 
the asset lo recognize an impairmenl loss for financial statement purposes. Once an impairment loss has 
been recognized, the inierim rule and exisling cosl principles operate to preclude recovery of the 
write-down. 

Consequently, a governmeni contractor must carefully assess the status of underutilized facilities in 
orHer lo avoid their unwarranted characterization as "impaired'* and the associaied poiential loss ofcost 
re?x>very. The following explains the requiremenls of the new accounting principle and interim FAR 
r*i\z, and how those contractors that would be affected most can legitimately avoid, or al leasl minimize, 
lheir efTecl. 

The Accounting Issue 
The Financial Accouniing Standards Board (FASB), which establishes GAAP to be followed by 

commercial enlerprises in reporiing financial posilion and resulls of operations, recently addressed 
impairmenl of the carrying value of assets held for use and those to be disposed of. The FASB j 
Statement (FAS) No. 121, Accounting for Impairmenl of Long-Lived Assets and for Long-Lived * 
Assets To Be Disposed Of, generally requires a write-down from carrying value to fair value of assets 
whose expected future cash flows are less than the carrying value. Indicators for the need for lesling to 
deiermine wheiher the criterion applies are prevalent in thc government conlracting community. 
Examples include loss of value, less usefulness from reduced market potential, and obsolescence. 

• Howard N. Kenyon Jr. is a principal in tl»e Washinglon, D.C, office of K&F Consulting Inc. Gregory L. Fordham is a principal 
in the Atlanta ofTice of the firm. Both are CPAs with extensive experience in advising government contractors on cost and pricinj 
matters, aecoanting systems, audits, equitable adjustments, etc. The finn's home page is: 
http://www.mindspring.com/ kssf/ 
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. FAS 121,1 6, considers an asset to be impaired if expected future cash flows from its use are less 
than ils carrying value. It generally requires that an asset having a carrying value less than the expected 
future cash flows be wriiten down to fair value of the asset for financial statement presentation. And 
assets selecled for disposal pursuant to a plan commitled to by managemenl (that are not already 
covered by provisions of Accounting Principles Board (APB) Opinion No. 30') must be writien down to 
fair value less cost to sell. Losses recognized from these required write-downs musl be reported currently 
in the income statement as part of continuing operaiions. This Statement is effective for financial 
stalemenis for fiscal years beginning after Dec. 15, 1995. 

The Allowability Issue 
Reacting to the possibility that many conlractors may be subject to the requirement to write down 

asseis and then attempt to recover the cosls of the write-down under cost-based contracts, the FAR 
Councils issued an interim rule in Federal Acquisiiion Circular (FAC) 90-35, dated Dec. 14, 1995, 
which prohibits recovery of the write-down in the period in which it was taken. The interim rule 
reaffirms the existing requirement that losses on disposition of capital assets be recognized only in the 
period of disposition in accordance with FAR 31.205-16. 

FAR 31.205-16, Gains and losses on disposition of depreciable property or other capital assets, has 
been changed to "Gains and losses on disposition or impairment of depreciable property or other capital 
assets." [Emphasis added.] And paragraph (g) has been added to deal specifically with impairment 
losses: 

With respect to long-lived tangible and identifiable intangible assets held for use, no loss shall be 
recognized for a write-down from carrying value to fair value as a result of impairments caused by • 
events or changes in circumslances (e.g., environmental damage, idle facilities arising from a 
declining business base, etc.). Depreciation or amortization on pre-write-down carrying value of 
impaired assets nol yel disposed of shall continue to be recoverable under established depreciation 
or amortization schedules to the exient it is not otherwise unallowable under other provisions of the 
FAR. 

On the surface it may appear that the cosl of such impaired assets can eventually be recovered 
through normal pre-write-down depreciation practice. But look out! For contracts not fully CAS 
covered, what does "to the extent it is not otherwise unallowable under other provisions of the FAR" 
mean, especially lo a government audiior? FAR 31.205-11, Depreciation, requires that in order to be 
allowable, depreciation cannot exceed that which is used for book or financial siatement purposes and 
shall be determined in a manner consistent with policies and procedures used in the same cost center for 
non-government business. If on the financial statements an impairment loss has been recognized, 
wouldn't the carrying value of the asset be less and, consequently, the depreciation less? How, then, 
would pre-write-down depreciation be fully allowable? 

If the coniracts were subject to CAS 409, the limilations based on financial siatement depreciation 
amounis would not apply, since requirements of CAS take precedence over cost principles wilh respect 
to measurement and allocation of allowable costs. 

There are other hurdles. FAR 31.205-11, Depreciation, was also changed by FAC 90-35. Paragraph 
(o) was added: , 

In the event of a write-down from carrying value to fair value as a result of impairments caused 
by events or changes in circumstances, depreciation of the impaired assets shall not exceed the 
amounts established on depreciation schedules in use prior to the write-down (see 31.205-16(g)). 

On the surface this too may be misleading. It does not say pre-write-down depreciation is recoverable; 
it only says that depreciation cannot exceed pre-write-down amounts. This language thwarts any 
allempt to circumvent the prohibilion on recoverability of impairment loss by shortening the life of the 
asset to accelerate depreciation. If an impairment loss has already been recognized for financial 

4-a-9e Fadaral Contractt Raport 
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statement purposes, the contractor is not only precluded from recovery of asset cosl through a shortened 
life consistent with a new esiimate of life, but is in danger of not recovering pre-write-down amounis for 
the reason discussed above. 

The Dilemma 
The net rcsull of the interim rule could very well be that an impairmenl loss is forever lost to the 

contractor. Il is clear that il cannol be an allowable cost in the period in which it is recognized for 
financial slalemenls; il most likely would nol be allowed as normal pre-write-down depreciation charges 
being in excess of financial staiemcnt depreciation. And at the time of disposition, the asset's book value 
would be determined by "applicable" depreciation, not "allowable" depreciation. Thus, at the time of 
disposition, when the loss could be recognized as allowable, the loss would not be based on the 
unrecovered cosls wilh respect to government contracls but rather on the lesser undepreciated book 
value. 

Is There a Way Out? , 
However, there are ways lo avoid poteniial loss of cost recovery in some circumstances. Recognition 

ofan impairment loss pursuant to FAS 121 could create a problem when none should exist. The new 
paragraph (o) of FAR 31.205-11 starts with, "In the event ofa write-down from carrying value to fair 
value as a result of impairments " And the new paragraph (g) of FAR 31.205-16 states, 
"Depreciation or amortization on pre-write-down carrying value of impaired asseis " Both of these 
statements make it clear that the new provisions promulgated by FAC 90-35 address only assets that 
have been writien down as a resull of impairment. If no impairment loss is recognized, the new 
provisions of FAR 31.205-11 and 31.205-16 are not invoked and business is carried on as usual. 
Depreciation can be conlinued as before, asset lives can be shortened to reflect prospective economic 
usefulness, cost of idle facilities may be allowed, and loss on disposition would be allowable at the actual 
loss amount. 

But is there really a dilemma? Maybe there is only the paradox of the self-extinguishing cost 
principle in the interim rule. First, contractors lhal do only or mostly sealed bid contracting or whose 
pricing is markel driven—nol cost driven—need not be concemed with the interim rule. Their pricing 
structures will not be affecied by unallowable cosls. Second, contractors that do all or a substantial 
amount of cost-based pricing have available several means of recovering costs of underutilized assets. 
Consequently, if they can recover the costs of the questionable assets, those assets can pass the test for 
fulure cash flows and avoid the characterization as impaired. And if the assets are not characterized as 
impaired, the inierim rule does not apply. 

For the contractor doing substantial cost-based contracting (negotiated contracls), the necessary 
course of action is to convince its certified public accountant (CPA) that it can pass the expected cash 
flow tesl of FAS 121 and Ihereby avoid the requirement for an asset write-down. While the CPA will 
argue a need lo invoke FAS 121 because of changes in business climate, etc., the contraclor must be 
ready lo counler this argument with projections of full cost recovery. To demonstrate that the 
depreciation (or other characterizalion of the asset's cost) will generate the required cash flow, the 
contractor would have to demonstrate that the total indirect cost pool will be recovered. Recovery would 
be accomplished by pricing contracts using the full indirect cost rate generated by the pool to which the 
depreciation is charged. If the rate is being accepted in current negotiations for new contracts or for 
actuals on cost reimbursement contracts, the contractor, would have proved its case of expected future 
cash flow being a likely occurrence. Arguably, some; amount of,prpfit could be imputed to the 
depreciation cost, further assuring recoverability. . t. t .: ; , • i . v • 

This argument, however, would have to be based on realistic projections that are well supported. The 
CPA is bound by the FASB accounting principles and will not be able to overlook a write-down 
requirement on weak evidence. A mere potential for reoovery is not by itself enough. It must be linked • 
to a likely realization of future cash flow. ,jŝ ' 

4-29-96 Copyright e 1996 by Tha Buraau dl National AlMrt. Inc. 
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Available Options for Cost Recovery 
Recovery polenliai is inherent in several FAR cost principles but the application of these principles 

can be quite different among contractors. Thus, the realization of cash flow from the asseis would nol 
necessarily be the same for all contractors. Consequently, all contractors could nol necessarily avoid the 
write-down required by FAS 121 and the loss of cost recovery under the interim rule. 

Suppose the asset in queslion was associated wilh a program that was canceled and there was 
absolutely no further use for the asset or ils use could be projecled for only a part of its originally 
esiimated life. Would the CPA have to invoke FAS 121? Not necessarily. When the contractor became 
aware of a reduced economic service value, it could: 

1. Continue normal depreciation if the economic life of the asset has not changed but capacity 
utilization has;' 

2. Adjusi the depreciation to reflect the reduced service life and recover the cost within the remaining 
life of the program;' 

3. In the following period, assuming the asset is not being used, recover depreciation as idle facilities cost;* 

4. Recover the loss on disposition as an allowable cost;' or 

5. In the special circumslances of a conlraci terminalion for convenience or the cancellation of a 
muliiyear contract, recover the loss of useful value of assets acquired specifically for the contract.* 

While all the above potentials for cosl recovery are in the FAR, the aciual resulls may vary 
depending upon the circumstances in which lhey are applied. For example, Coniractor A has all cost 
reimbursement conlracls while Contractor B has only sealed bid type coniracts. Both have facilities 
used almosl exclusively for ceriain government work. As a result of budgel cuts neiiher contractor gets 
anticipated follow-on work. Thus, both have assets that are underutilized and are candidates for 
impairment write-down under FAS 121. Contractor A can take advantage of the several cost principles 
discussed above lo recover the cost of the subject assets charged as depreciation, etc., since ils indirect 
cosls will be redetermined each year. Contractor B has no such opportunity with its sealed bid 
firm-fixed-price conlracls. 
- Bul conditions may not be just black or white. For example. Contractor A is performing only cost 
reimbursement work and has its indirect costs adjusted annually based on aciual cost experience. 
Coniractor B is performing only negotialed firm-fixed-price work and projects its rates at thc lime of 
negolialing the contract. Obviously, Contractor A has an opportunity to recover costs on ongoing 
contracls that Contraclor B does not have. In the current period Contractor A can shorten the life of an 
asset and recover more depreciation. Contractor B is locked into rates projected eariier. 

As another example. Contractor A has one large government contract and some commercial business. 
Contractor B has many government coniracts and some commercial business. Ctontractor A does nol get 
expecied follow-on contracts when its current contract is completed in the current year. Contraclor B 
does nol get follow-on work when one of ils several government contracts is completed in the current 
year. Both contractors had facilities that were used primarily for their completed government contracts. 
Contraclor A is now no longer a government contractor and cannot recover the cost of the impaired 
assets from the government under any circumstances. Contractor B still has substantial government 
Work so it has a potential to recover under several of the FAR provisions mentioned eariier. But suppose 
Pontractor A*s contracl was a multiyear contract canceled after the first year and the contract had 
cancellation ceilings established that would provide full recovery of the undepreciated cost of the 
facilities. In that case Contractor A would have no impairment loss. | 
' So far, the discussion has concerned assets which have a diminished or terminated service potential 
which could have been caused by government downsizing or obsolescence due to technology changes. 

4-29-96 Fadaral Confracts Raport 
ooi4-aoai/ia/t04tiA> 



446 (Vol. 65) FEOERAL CONTRACTS REPORT 

ASSET DISPOSITION UNDER FAS 121 AND 
FAC 90-35 

Usa the "Assets to \ 
be held and used" I 

I criteria of FAS 121.1 

Adjust 
[depreciation per' 

CAS 409(i) 

\ Record loss on \ 
>^—M retirement per 1 

\ F A R 3 1 . 2 0 S - 1 6 . \ 

Write down per FAS 
121 and defer contract 

gain or loss to period of 
diposal. 

\ Record gain o r l  
\ loss per FAR A -j.  
\ 31.205-16. ' \ 

Record gain or 
loss per CAS 

4090). 
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