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Action Scheduled Today: Discuss a draft final rule.
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A. CP Cmte. Rept dtd. April 23, 1996 D. CPF Memo dtd Apr. 30, 1996
B. Federal Register notice (60 FR 64254)

C. CMR dtd Jan. 30, 1995 (New Case)
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OSD Position:
CPF concurs with the rule. The memo also emphasizes CPF’s position that the cost
allowability rule is totally consistent with the Cost Accounting Standards.

The Chair of the CAS Cmte. concurs with the rule.
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DEPARTMENT OF THE NAVY

OFFICE OF THE ASSISTANT SECRETARY
RESEARCH, DEVELOPMENT AND ACQUISITION
1000 NAVY PENTAGON
WASHINGTON DC 20350-1000
23 April 1996

FAR Case 95-003
MEMORANDUM FOR DIRECTOR, DEFENSE ACQUISITION REGULATIONS COUNCIL

SUBJECT: FAR Case 95;003, Impairment of Long-Lived Assets

I. PROBLEM

The Cost Principles Committee was tasked to review public
comments received in response to the subject interim rule
published in the Federal Register on 14 December 1995 and to
draft a final rule.

II. RECOMMENDA

That the interim rule be amended as shown in TAB A and
adopted as a final rule.

III. CKG

The interim rule was intended to clarify that impairment
losses recognized for financial accounting purposes under the
Financial Accounting Standards Board’s Statement of Financial
Accounting Standards (SFAS), No. 121, "Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets To Be
Disposed Of," are not allowable for Government contract costing.
The interim rule revised the existing language at FAR 31.205-11
and 31.205-16 to expressly state that for Government contracting
purposes, any loss (including an impairment loss) is recognized
only upon disposal of the asset. Until an impaired asset is
disposed of, depreciation is limited to the amounts that would
have been allowed before any impairment loss occurred.

SFAS No. 121, effective for company fiscal years beginning
after 15 December 1995, addresses the impairment of long-lived
assets (such as land, buildings, and equipment), certain
identifiable intangibles, and related goodwill. The SFAS
"requires that long-lived assets and certain identifiable
intangibles to be held and used by an entity be reviewed for
impairment whenever events or changes in circumstances indicate
the carrying amount of an asset may not be recoverable." Such
events include a significant decrease in the market value of an
asset, change in the extent or manner in which an asset is used,
and adverse change in legal factors or business climate. If the
company believes that the expected future cash flows from the use
of the asset and eventual disposition are less than the carrying
amount (usually net book value) of the asset, an impairment loss

must be recognized.




For impaired assets expected to be held and used, the net
book value is reduced to fair value (i.e., the current amount the
asset could be bought or sold for between willing parties). Once
an asset is written down due to an impairment loss, the asset
cannot be written back up, even if the impairment is subsequently
removed. Impaired assets to be disposed of are generally
reported at the lower of the carrying amount or fair value less
cost to sell.

IV. EVALUATION OF COMMENTS

Responses were received from the following four commentors:
Sundstrand Aerospace, National Security Industrial Association
(NSIA), Aerospace Industries Association (AIA), and the American
Bar Association (ABA). All commentors oppose the rule and
believe it is unnecessary. Essentially, they contend that the
rule should be withdrawn because it (1) is contrary to Generally
Accepted Accounting Principles (GAAP), (2) involves a subject
matter beyond the authority of the Councils, and (3) is
administratively burdensome. The Committee’s analysis of the
substantive issues raised by the commentors follows.

A. Contrary to GAAP

NSIA asserts that Government contract accounting should not
depart from GAAP unless public policy or other special
circumstances warrant deviation. AIA states that the interim
rule is unwarranted and contrary to sound accounting theory. The
commentors also state that the interim rule does not address why
SFAS No. 121 should not be used for Government accounting.

Committee Comments

The interim rule does depart from GAAP, because in this
instance, it is inadequate for Government contract costing. GAAP
is required to be followed in the absence of contract rules to
the contrary. However, when GAAP produces an inequitable result,
the Government has the right and fiduciary responsibility to the
U.S. taxpayers to prescribe another arrangement. The Committee
continues to believe that the interim rule protects the
Government’s interests and provides for equitable treatment.

The relevance of GAAP for Government contracting purposes is
perhaps best summarized by the American Institute of Certified
Public Accountants (AICPA). The AICPA makes the following
statement in Section 2.46 of the Audit and Accounting Guide for
Audits of Federal Government Contractors:




"Generally accepted accounting principles (GAAP) are
established for financial accounting purposes and provide
little guidance for cost accounting purposes in the
Government contracting industry. Consequently, GAAP is
applied only when no guidance in FAR or CAS exists."

To illustrate the inequity of SFAS No. 121, consider assets
such as land and buildings and how their values can change over
time. If these types of assets become impaired, an estimated
loss will be recognized under GAAP. The estimated one-time
period loss could then be charged to Government contracts even
though the assets are still being used by the company. Since the
Government intends to reimburse the contractor its historical
costs and the assets have not actually been disposed of, the
contractor has not experienced a real out-of-pocket loss. The
loss, if any, will be realized when the assets are ultimately
disposed of at some future point. Also, the Government would not
receive a credit if the impairment is subsequently removed
because GAAP prohibits the restoration of a previously recognized
impairment loss.

B. Involves a Subject Matter Beyond the Authority of the
Councils

The commentors believe that the interim rule addresses the
measurement or allocation of cost which is within the exclusive
statutory authority of the CAS Board (CASB). The commentors
quote 41 U.S.C. 422(j) (4) which gives the CASB exclusive
authority with respect to the measurement, assignment, or
allocation of costs subject to CAS. The basic concern is
summarized in the following ABA comment:

"Although the Section acknowledges the role of the Defense
Acquisition Regulations Council and the Civilian Agency
Acquisition Council with respect to cost allowability
matters, matters of public policy, it is clear from both the
nature of the Interim Rule, as well as the Background
discussion, that the Councils have chosen to address a
matter involving a government contract cost accounting
practice--a matter beyond their authority. Rulemaking and
regulatory guidance in this area should appropriately be
issued by the CAS Board." .

Committee Comments

This issue is fundamental to the case. The Committee agrees
that the CASB has sole authority over the measurement,
assignment, and allocation of costs for CAS-covered contracts.
However, not all Government contracts are subject to CAS.
Further, CAS 404 and 409 do not address the measurement,
assignment, or allocation associated with intangible capital
assets.




The CASB acknowledges that cost allowability is a contract
administration matter. The CASB makes the following comments in
its Statement of Objectives, Policies and Concepts:

"While the Board has exclusive authority for establishing
Standards governing the measurement, assignment and
allocation of costs, it does not determine the allowability
of categories of individual items of costs.
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The use of Cost Accounting Standards has no direct bearing
on the allowability of those individual items of cost which
are subject to limitations or exclusions set forth in the
contract or which are otherwise specified as unallowable by
the Government."

In addition, recognition of the concept of "allowability" is
found in the following quote from the Boeing SERP Case Appeal
(Court of Appeals for the Federal Circuit (CAFC) Case No. 86-927,

October 1, 1986):

"Since the allowability of a cost remains the province of
the procuring agencies, the DOD may limit costs based upon
rational procurement policies and not all costs are deemed
reasonable just because they have been incurred and
measured, allocated and assigned in accordance with CAS
requirements."

While the CAS could be similarly amended or interpreted in a
way that would conclude that recognition of asset impairments for
Government contracting is inappropriate, it is not likely this
will occur in the near future. In the meantime, U.S. taxpayers
could end up paying for estimated losses recognized for financial
accounting purposes that will not actually be realized for years,
if at all - a clearly inequitable result. However, to further
clarify that the cost principle is an "allowability", and not a
"measurement or allocability" rule with respect to CAS-covered
contracts, we have rephrased the interim rule. In addition, we
have added a sentence to 31.205-11(o0) to ensure there is no
conflict with CAS 409.50(i) by clarifying that changes in
depreciation may result from other permissible causes.

C. Administratively Burdensome

The commentors allege that the rule is administratively
burdensome because it will necessitate keeping an extra set of

fixed asset records.




Committee Comments

We disagree. Contractors are already required to segregate
unallowable costs for Government contracting purposes (e.g.,
treatment of gains or losses subsequent to mergers or business
combinations) and to maintain fixed asset records. Moreover,
contractors may already have to keep more than one set of fixed
assets records, regardless of the cost principle, because of
differences in depreciation methods required by GAAP, state,
and/or Federal tax returns.

V. COLLATERALS

A. Regqulatory Flexibility Act

This final rule is not expected to have a significant impact
on a substantial number of small entities within the meaning of
the Regulatory Flexibility Act, 5 U.S.C. 601 et seg., because
most contracts awarded to small entities are awarded on a
competitive, fixed price basis and the cost principles do not

apply.
B. Paperwork Reduction Act

The Paperwork Reduction Act does not apply because the
changes to the FAR do not impose record keeping or information
collection requirements, or collections of information from
offerors, contractors, or members of the public which require the
approval of the Office of Management and Budget under 44 U.S.C.
3501 et seq.

VI. SUMMARY

All Committee members below concur in the contents of this

| oAy B —

Clarence M. Belto
Chairman, Cost Principles Committee

DOD Members Non-DOD Members
Paul A. Schill, Air Force Bill Childs, NASA

James Bozzard, Army Bill Dunn, EPA
Stephen T. Larkin, DCAA Jerry Olson, GSA
Glenn Gulden, DLA Terry Sheppard, DOE

Chris Werner, OSD
TAB A--Committee Recommended Final Rule
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TAB A
RECOMMENDED COMMITTEE LANGUAGE

The baseline language is the interim rule published in the
Federal Register on December 14, 1995. Changes are represented
by [bold print in brackets] for new language and strikeeut for
deleted language.

31.205-11 Depreciation

* * * * *

(0) 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, [allowable] depreciation of the impaired assets
shall ret—execeed [be limited to] the amounts [that would have
been allowed had the assets not been)
sehedules—inuseprier—to—the write-doewn—[written down] (see
31.205-16(g)). [However, this does not preclude a change in
depreciation resulting from other causes such as permissible
changes in estimates of service life, consumption of services or
residual value.]

31.205-16 Gains and losses on disposition or impairment of
depreciable property or other capital assets

*® % * * *

(g) With respect to long-lived tangible and identifiable
intangible assets held for use, no loss shall be reecegnised
[allowed] for a write-down from carrying value to fair value as a
result of impairments caused by events or changes in
circumstances (e.g., environmental damage, idle facilities
arising from a declining business base, etc.). [If depreciable
property or other capital assets have been written down from
carrying value to fair value due to impairments, gains or losses
upon disposition shall be the amounts that would have been
allowed had the assets not been written down.] Depreeiatien—er




"

"CLEAN VERSION OF

31.205-11 Depreciation

*® & * * *

(c0) 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, allowable depreciation of the impaired assets
shall be the amounts that would have been allowed had the assets
not been written-down (see 31.205-16(g)). However, this does not
preclude a change in depreciation resulting from other causes
such as permissible changes in estimates of service life,
consumption of services or residual value.

31.205-16 Gains and losses on disposition or impairment of
depreciable property or other capital assets

* * * * *

(g) With respect to long-lived tangible and identifiable
intangible assets held for use, no loss shall be allowed for a
write-down from carrying value to fair value as a result of
impairments caused by events or changes in circumstances (e.g.,
environmental damage, idle facilities arising from a declining
business base, etc.). If depreciable property or other capital
assets have been written down from carrying value to fair value
due to impairments, gains or losses upon disposition shall be the
amounts that would have been allowed had the assets not been
written down.
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DEPARTMENT OF DEFENSE

GENERALSERVICES
ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

48 CFR Part 31
(FAC 90-35; FAR Cne 95-003]

RINSOOWKQT

Federal Acquisition Regulation;
Impaiment of Long-Lived Assets

AQENaES: Depaitment of Defense (DOD),
General Services Administration (GSA),
and National Aeronautics and Space
Adininistration (NASA).

ACIION: Interim rule, with request for
comments.

SUMVARY: Hie Qvilian Agency
Acquisition Coimcil and the Defense
Acquisitian Regulations Council have

to an interim rule to clarify the
allowability of losses recognized when
canying values of impaired assets are
written down forfinancialreporting
puiposes. This regulatory action was not
subject to Office of Mflnagement and
Budget review under Executive Order
12866, dated September 30,1993.
DATES: Effective Date: December 14,
1995.

Comment Due Dote; To be considered
in the formulation of afinalrule,
coinments should be submitted to the
addiess given below on or before
February 12,1996.

ADORESSES: CoinmenU should be
submitted to: General Services
Administration. FAR Secretariat. 18th ft
F Stieets NW,, Room 4037, Washington.
DC 20405.

FOR FURTHER MFORMANON CONTACT:
Mr. Jeremy F. Olson at (202) 501-3775
in reference to this FAR case. For
general information, contact the FAR
Secretariat, Room 4037, GS Building,
‘Washington. DC 20405 (202) 501-4755.
Please dts FAC 90-35, FAR Case 95-
003.

SUPPLEMENTARY MPORMATION:
A. Backgromid

This interim rule is intended to clarify
cost allowabiUty rules conceming the

The SFAS applies to long-lives assets
(such as land, ouildings, and
equipment), identifiable intangibles,
andrelatedgoodwill, and establishes
guidance to recogmze and measure
impairment losses. If impaired assets are
to be held for use, the SFAS requires a
write-down to fair value when events or
drcumstances (e.g., environmental
dainage. idle facihties aiising from
declining business, etc) indicate that
canying values may not be fully
recoverable.

Impaired assets that are to be
disposed of, however, would be

Thursday, December 14, 1995

.ul””*d Regulations

Comments are invitedfromsinall
businesses and other interested paities.
Commentsfromsmall entities
conceming the affeded FAR parts will
also be consideied in accordance with 5
U.S.C 610. Such comments must be
subinitted separately and dte 5 U.S.C
601, et seq. (FAC 90-35, Far case 95-
003) in correspondence.

C Paperworic Redaction Ad

. The Paperwork Reduction Ad does
not apply because the rule does not
impose any reporting or record keeping
requirements which require the

reported (with certain exceptions) at the approval of the Office of Management

lower of cost or fair value less cost to
selL. Once written down, the previous
carrying amount of an impaired asset
could not be restored if the impairment
was subsequently removed.

In contrast to the SFAS provisions.
Cost Accounting Standard (CAS)
9904.409, ''Depredation of Tangle
Capital Assets'', provides quite difi'erent
criteria and guidance torecogmzegains
and losses for Goveinment contiact
puiposes. The language at 9904.409-40
(a)@) and (b)), 9904.409-50(j). and
related Promulgation Comment 10,
"Gain or Loss," makes it dear that gains
and losses arerecognizedonly upon
asset disposah-no other dicumstances
triner such recognition.

FAR 31.205-16refiectsthe CAS
piovisions that an asset be disposed of
in order to recognize a gain ca loss. The
FAR rule apphes to both CAS and non-
CAS coveied contracts. Consequently,
for Government contract purposes, an
impairment loss is recognized only
upon disposal of the impaired asset
like other losses, it is measured as the
difiierence between the net amount
realized and the impaired asset's
undepreciated balance. Government
contradors, therefore,recoverthe
canying values of impaired assets held
for use by retaining pre-write-down
depreciation or amortization schedules
as though no impaiiment had occuned.
The rule addresses the treatment of
losses for impaired assets by adding a
new pangi”h (o) at 31.205"11, and
revising the title and adding a new
paragraph (g) at 31.205.16.

B. Regnlatoiy Flexibility Act
The interim rule is not eigiected to

recognition of gains and lossesrelatedtdave significant econoinic impad on a

long-lived assets. The rule addresses a
cost categoiy which is the subject of a
Financial Accounting Standards Board
Statement of Financial Accoimting
Standards (SFAS), No. 121, dated March
1995, entitled "' Accounting for the
Impaiiment of Long-Lived Assets and
for Long-Lived Assets To Be Disposed
Of. "

substantial number of small entities
within the meaning of the Regulatoiy
Flexibihfy Ad, 5 U.S.C 601 et seq.
because most contracts awarded to
sinall entities are awaided on a
competitivefixed-pricebasis and the
cost prindples do not apply.. An Initial
Regulatoiy Flexibihfy /Goalysis has,
therefore, not been performed.

and Budget under 44 U.S.C 3501. et
seq.

D. Detennination To larae an Interim
Rnle

A detennination has been made under
authorify ofthe Secretary ofDefense
(DOD), the Administrator of General
Services (GSA), and the Administrator
of the National Aeronautics and Space
Admuiistration (NASA) that, pursuant
to 41 U.S.Q 418b, uigent and
compellii® reasons exist to publish an
interim rule prior to afiording the pubhc
an opportunify to camment This action
is necessaiy because the Statement of
Finandai Accounting Standaids No.
121, Accounting for the Impainnent of
Long-Lived Assets and for Long-Lived
Assets to be Disposed Of, dated March
1995, requires all pubhdy owned fiims
to recognize impainnent losses in their
finandai statements forfiscalyears
beginning after December 15,1995. It is
likely that Govemment contractora
whose 1996fiscalyear begins afier
Deceinber 15,1995, will recognize
impainnent losses for finanrial
repoiting and claim a poition ofsuch
losses either on current contracts oi on
those awarded after December 15,1995.
In order to ensure that contradore'
impainnent losses are not paid by the
Federal Government it is necessaiy to
issue this clarification of existing cost
prindples eigpeditiousfy. However,
puisuant to Public Law 98-577 and FAR
1.501, pubhc coinments received in
response to this interim rule will be
oonsidered in fonnulating thefinalrule.

List of Subjects in 48 CFR Part 31

Goveniment procurement
Dated: December 8,1995.
Edwani C Lodt,

Acting IXnctor, toffice ofFederal Acquisttion

Policy.
Faderal Acqnisitiaii Circular
Number 90-35

Federal Acquisitioix Circular (FAC) 90-35
is issued imder the authority of the i
of Defense, the Administrator of General



