GUIDELINES TO DETERMINE ASSET IMPAIRMENT AND REPORTING OF INSURANCE RECOVERIES  
ASSET IMPAIRMENT 
STEP 1: Identify “Potential” Impairments to Capital Assets
The first step in the process is to identify “potential” impairments to capital assets. Identifying “potential” impairments to capital assets may not necessarily lead to recording an impairment loss. Refer to Step 1 of Exhibit 1 for a detailed decision tree. 
How is asset impairment defined? 
As stated above, GASB Statement No. 42, paragraphs 5 and 6 define asset impairment as “a significant, unexpected decline in the service utility of a capital asset.” 
· Significant: The events or changes in circumstances that lead to impairments are not 
considered to be normal and ordinary. 
· Unexpected: At the time the capital asset was acquired, the event or change in circumstance would not have been expected to occur during the useful life of the asset. 
· Decline in service utility: A reduction in the usable capacity that at acquisition was expected to be used to provide service, as distinguished from the level of utilization. 

· The current usable capacity of a capital asset that is less than its original usable capacity due to normal wear and tear and expected decline in useful life is not considered to be an impairment; however, impairing events or changes in circumstances that reduce usable capacity may indicate impairment.  
· Decreases in utilization and existence of, or increases in, surplus capacity that are not associated with a decline in usable capacity are generally not considered to be impairment. 

How should the institution identify the population of “potential” impairments to capital assets? 
It is important to highlight that the possible population of capital assets that have potential for meeting the definition of impairment are identified through significant events or changes in circumstances that may suggest that the service utility of a capital asset may have declined significantly and unexpectedly. The guidelines for identification are:
· The events and circumstances are known by the institution’s financial management and are generally known from discussions by the Regents, senior management, or the media. At a minimum, Regents’ items pertaining to your institution during the year should be reviewed and evaluated. Other sources of information that should be used to identify potential impairments to capital assets may include the institution’s press releases. 

· The events and circumstances are prominent, conspicuous and, as expressed above, are not considered to be normal and ordinary. Any known event should be properly reported, regardless of the amount. In order to perform a review for potential unknown circumstances, they should be considered “significant.” The Texas State Comptroller’s Office has defined significance as the asset’s net book value declined by $500,000 or more. Institution review efforts should focus on identifying events and circumstances that may lead to potential impairments that are in excess of $500,000. 
· The events and circumstances denote the presence of “indicators of impairment.” 
How should the institution treat impairments that become known during the ordinary course of business? 
Absent such significant events and circumstances described above, institution management is not required to perform additional procedures to identify potential impairments to capital assets. However, if during the normal course of recording transactions during the year there are “insignificant” events or circumstances that result from any of the indicators of impairment as outlined below, they should be recorded as outlined in this document. For example, if there is a fire in a laboratory that results in a write-off of $250,000 in book value of capital assets, it should be recorded as an Operating Impairment Loss as discussed below even though it did not result from the review as outlined above that has been defined as a significant event or circumstance.  
GASB Statement No. 42, paragraph 34, excludes considerations of impairment that may be attributable to deferred maintenance or the condition of a capital asset.  
What are the “indicators of impairment” and how are they defined?  
The Statement outlines five common “indicators of impairment.” They are: 
· Evidence of physical damage, such as for a building damaged by fire or flood, when the level of damage is such that restoration efforts are needed to restore service utility. 
· Enactment or approval of laws or regulations or other changes in environmental factors, such as new earthquake standards that a facility does not meet, and cannot be modified to meet. 
· Technological development or evidence of obsolescence, such as that related to a major piece of diagnostic or research equipment. 
· A change in the manner or expected duration of use of a capital asset, such as closure of a building prior to the end of its useful life. 
· Construction stoppage, such as stoppage of construction as a result of a lack of funding. 
Is there a distinction between a permanent and temporary impairment? 
In the absence of compelling facts, as discussed in paragraph 18 of GASB Statement No. 42, an impairment should be considered permanent. However, in certain cases, evidence may be available to demonstrate that the impairment will be temporary. If that is the case, the capital asset should not be written down. 
Does a change in demand for the services of a capital asset always result in an impairment of a capital asset?  
A change in the demand for the services of a capital asset is not, by itself, considered to be an indicator of an impairment of a capital asset and would not immediately result in a conclusion that the asset should be included in the population of capital assets that are tested for impairment.  However, changes in demand for the services of a capital asset may be caused by one of the five indicators of impairment discussed above. In that case, the capital asset should be included in the population that is tested for impairment. An example is as follows: 
Decreased demand for the processing services of a mainframe computer because users have transitioned to PC and server-based systems should be considered a change in demand associated with an indicator of impairment, evidence of obsolescence, and the mainframe should be tested for impairment. 
On the other hand, if the decreased demand for the processing services of a mainframe computer was attributable to the conclusion of a special project requiring large amounts of processing time on the mainframe computer that runs other applications it should not be considered to be a change in demand associated with an indicator of impairment and a test of impairment is not required.  
If the University has decided a capital asset should be sold, does that decision always result in an impairment of a capital asset?

A capital asset that the University has decided to sell, but is continuing to use as originally intended until the sale occurs, is not considered to exhibit a change in manner or expected duration of use. Therefore, it would not be included in the population of capital assets that may potentially be impaired. However, a capital asset that the University has decided to sell and is not continuing to use is considered to exhibit a change in manner or expected duration of use and should be included in the population of capital assets that may potentially be impaired.  
Examples of impairment are provided in GASB Statement No. 42, paragraphs 34 through 47. 
STEP 2: Perform Tests for Impairment of Capital Assets
If the conclusion from Step 1 is that an indicator of impairment is present for certain capital assets, a potential impairment may exist and Step 2, a test for impairment, must be performed on the capital asset. Refer to Step 2 of Exhibit 1 for a detailed decision tree.  
The test for impairment includes two factors. Both factors must be present in order to conclude that the capital asset is, in fact, impaired. The tests are: 
· The decline in service utility is unexpected. The restoration cost or other impairment circumstance is not a part of the normal life cycle of the capital asset. Management is not expected to foresee with precision the useful life of a capital asset or the service utility throughout its useful life. However, there is a reasonable range of expectations about the service utility and useful life at the time of acquisition.  

· The magnitude of the decline in service utility is significant. The expenses associated with continued operation and maintenance (including depreciation) or costs associated with restoration of the capital asset are significant in relationship to the current service utility. In cases where there is physical damage to a capital asset, the costs of restoration may be relatively easy to determine, at least within a range of estimates, and therefore the significance can be objectively assessed. The Texas State Comptroller’s Office has defined significance as the asset’s net book value declined by $500,000 or more. In circumstances other than those involving physical damage, management’s action to address the situation is an indication that the expenses are too high in relation to the benefit. If the Board has not addressed the matter, and management has not initiated any action, there may be a presumption, absent other facts, that the magnitude of the decline is not significant and this test would not be met. 
If both factors are not present, there is no impairment loss to measure and record. However, GASB Statement No. 42, paragraph 19 indicates that this does not mean that the estimate of the remaining useful life used in depreciation calculations should not be reevaluated and shortened, if necessary. Changes to estimated useful lives are accounted for on a prospective basis in future depreciation expense. 
STEP 3: Measure the Impairment of Capital Assets
If the result from the tests in Step 2 is that both factors are present and there is a conclusion that there is an impairment of a capital asset, then Step 3 must be performed in order to measure the impairment. Refer to Step 3 of Exhibit 1 for a detailed decision tree. 
The methods for measuring the impairment depend on whether the capital asset will continue to be used by the University, or not. 
For impaired capital assets that will continue to be used by the University: 
The portion of the historical cost that should be written off depends on the indicator of impairment associated with the capital asset and should be measured by the method described below that most appropriately reflects the decline in service utility of the capital asset. The circumstances under which each method can be used and a description of the methods for measuring impairment are as follows: 
· Method to be used to measure impaired capital assets attributable to the “evidence of physical damage” indicator
· Restoration cost approach. The amount of impairment (portion of the historical cost that should be written off) is derived from the estimated costs to restore the utility of the capital asset. Restoration cost is the amount necessary to return the capital asset to its original condition and does not include any amount attributable to improvements and additions. The estimated restoration cost can be translated into the amount of the historical cost to be written off using one of two approaches: 
1. Deflating the estimated restoration cost using an appropriate cost index:  Note, this calculation is the most difficult and the least used method.  UT System recommends using the Restoration Cost Impairment method below for capital assets with physical damage.  Should a university choose the Deflated Restoration Cost method, UT System has a template available for use: UT System Deflated Estimated Restoration Cost Impairment Calculator
Deflated restoration cost   X   Carrying (book) value = Impairment loss
           Historical cost 

Where: 
Deflated restoration cost = Current restoration cost X         ________1______
                                                   (Average inflation index since original acquisition)n
n = number of years since acquisition
2. Or, applying a ratio of estimated restoration cost over estimated replacement cost to the net book value of the capital asset.  UT System has a template available for use: UT System Restoration Cost Impairment Calculator.
      Current restoration cost           X   Carrying (book) value = Impairment loss             Current total replacement cost

· Method to be used to measure impaired capital assets attributable to either the a) “enactment or approval of laws or regulations or other changes in environmental factors,” or b) "technological development or evidence of obsolescence indicators 

· Service units approach. The historical cost of the service utility of the capital asset that cannot be used is isolated. The amount of the impairment is determined by evaluating the service units throughout the life of the capital asset, before and after the impairment event. UT System has a template available fur use: UT System Service Units Cost Impairment Calculator

Net Book Value - (   Acquisition cost          X   Remaining Service units) = Impairment loss
                        (original total service units) 

· Method to be used to measure impaired capital assets attributable to “a change in manner or duration of use” indicator
· Service units approach described above, or 

· Deflated depreciated replacement cost. The historical cost of the service produced is replicated. A current cost for a capital asset to replace the current level of service is estimated. This estimated current cost is then depreciated to reflect the fact that the capital asset is not new, and then is deflated to convert it to historical costs dollars. The difference between this result and the historical cost in the financial system is the amount of the historical cost to be written off.  UT System has a template available for use: UT System Deflated Depreciated Replacement Cost Impairment Calculator 

Net Book value – (Depr current replacement cost X Deflation factor) = Impairment loss

Where: 
Deflation factor = Original cost year index
                                Current year index 

 

For impaired capital assets that will no longer be used by the University, or construction stoppage: 
Impaired capital assets that will no longer be used by the University, or capital assets impaired from construction stoppage, should be reported at the lower of carrying value or fair value. The historical cost should be written down to this level. Transaction codes will need to be designated to distinguish impairment write-offs from routine disposals. This will need to be similar to a partial disposal, but applied on a LIFO basis to the amounts capitalized for the most recent years. 

STEP 4: Record the Impairment Loss Attributable to Capital Assets 
If, as a result of working through Steps 1-3 above, the conclusion is that an impairment loss for a particular capital asset should be recorded, it must be reported in the University’s statement of revenues, expenditures and changes in net assets in one of three categories: an operating impairment loss, a special impairment loss or an extraordinary impairment loss. Refer to Step 4 of Exhibit 1 for a detailed decision tree. 

Operating impairment loss. All impairment losses must be recorded as an operating impairment loss unless they specifically meet the definition of a special or extraordinary impairment loss. For example, a major renovation of a institution building where a portion of the existing structure has to be demolished, or a fire started in a laboratory that destroys a major portion of a building may be considered an operating impairment loss. 

In the case of either a special or extraordinary impairment loss, the loss is classified within the Other Changes in Net Assets section of the University’s statement of revenues, expenses and changes in net assets. The distinguishing features between an operating impairment loss and either a special or extraordinary impairment loss depend on whether the event or circumstance is either unusual, infrequent, or both. Generally, recording an impairment loss as special and/or extraordinary is difficult to justify. 
Events or circumstances that are considered to be unusual in nature should possess a high degree of abnormality and be of a type clearly unrelated to, or only incidentally related to, the ordinary and typical activities of the University, taking into account the environment in which the University operates. Unusual in nature is not established by the fact that an event or transaction is beyond the control of management.   

Events or circumstances that are considered to be infrequent in occurrence would not reasonably be expected to recur in the foreseeable future, taking into account the environment in which the University operates. Paragraphs 20-22 of APB 30 provide a more detailed definition of unusual in nature and infrequency in occurrence. 

The distinguishing features between a special impairment loss and an extraordinary impairment loss depend on whether the event or circumstance is within the control of University management.

· Special impairment loss. The special impairment loss category includes impairment losses that are associated with circumstances within the control of institution or University management and are either unusual in nature or infrequent in occurrence (GASB Statement No. 34, ¶56).  

· Extraordinary impairment loss. The extraordinary impairment loss category includes losses that are not within the control of institution or University management and are both unusual in nature and infrequent in occurrence (GASB Statement No. 34, ¶55).  Deloitte & Touche has indicated that hurricanes are not extraordinary for UTMB due to their close proximity to the Gulf of Mexico.  

Recognizing that differences among the three categories may be subtle, the UT System Controller’s Office can assist in researching the appropriate category to use in any given situation. In any event, if the loss is recorded as an operating loss, it must also be recorded by the function that used the capital asset. If the loss is recorded as a special or extraordinary loss, there is no need to identify the loss by function. 

Impairment losses recognized in accordance with GASB Statement No. 42 should not be reversed in future years, even if the events or circumstances causing the impairment have changed. 

Exhibit 4 provides a worksheet designed for use by institutions in order to document the ultimate financial reporting conclusion for capital assets that are identified as being potentially impaired.

STEP 5: Disclose the Impairment Loss Attributable to Capital Assets 
For disclosure purposes, UT System will need the information on impaired capital assets in order to disclose in the System’s footnotes a general description of the asset impaired, the event or circumstance that caused the impairment, the amount of the impairment, and the account and function where the impairment loss was charged.  

In addition, the carrying amounts of impaired capital assets that are idle at year-end must be disclosed, regardless of whether the impairment is considered permanent or temporary.  

Exhibits 4 and 5 provide a worksheet and disclosure items designed to capture the information that will be needed to be prepared by institutions and submitted to the UT System Controller’s Office.  

INSURANCE RECOVERIES 
Restoration or replacement of an impaired capital asset should be reported as a separate transaction from the impairment loss and associated insurance recovery. 

Insurance recoveries should be recognized only when either realized or realizable. Clearly, if insurance proceeds have been received, the recovery must be recognized and recorded. In addition, if the insurance company has admitted or acknowledged coverage, an insurance recovery would be realizable and should be recorded. If the insurer has denied coverage, the insurance recovery generally is not recognizable. 

Insurance Recoveries Related to the Impairment of Capital Assets
Insurance recoveries are recorded and classified differently depending on whether the impairment loss and associated recovery occur in the same fiscal year. 

· Insurance recovery realized, or realizable, in the same fiscal year as the associated impairment loss. The impairment loss should be reported net of the insurance recovery when the recovery and loss occur in the same fiscal year 

· Insurance recovery realized, or realizable, in the subsequent fiscal year as the associated impairment loss. If the insurance recovery is realized or realizable in a subsequent year from the associated loss, the reporting will depend on where the associated impairment loss was initially recorded: 

· Insurance recovery associated initially with an operating impairment loss: Record the realized or realizable insurance recovery in the nonoperating section of the University’s statement of revenues, expenses and changes in net assets. 

· Insurance recovery associated initially with a special impairment loss: Record the realized or realizable insurance recovery in special items in the Other Changes in Net Assets section of the University’s statement of revenues, expenses and changes in net assets. 

· Insurance recovery associated initially with an extraordinary impairment loss: Record the realized or realizable insurance recovery in extraordinary items in the Other Changes in Net Assets section of the University’s statement of revenues, expenses and changes in net assets. 

Regardless of the timing of the insurance recovery, it will be classified as Proceeds from Insurance Recovery in the Capital and Related Financing Activities section of the statement of cash flows.   
Insurance Recoveries Unrelated to the Impairment of Capital Assets
Losses that are unrelated to the impairment of capital assets will always be recorded as Other Nonoperating Expenses regardless of whether there is a recovery. 

· Insurance recovery realized, or realizable, in the same fiscal year as the associated loss should be reported net of the insurance recovery as Other Nonoperating Expense. 

· Insurance recovery realized, or realizable, in the subsequent fiscal year should be reported as Other Nonoperating Income. 

Regardless of the timing of the insurance recovery, it will be classified as Other Receipts in the Noncapital Financing Activities section of the statement of cash flows.  

Insurance Recoveries Disclosure
For disclosure purposes, UT System will need the information on insurance recoveries in order to disclose in the University’s footnotes a general description of the recovery, the event or circumstance that caused the recovery, the amount of the recovery, and the account and function where the recovery was recorded. 

Exhibits 4 and 5 provide a worksheet and disclosure items designed to capture the information that will be needed to be prepared by the institutions and sent to the UT System Office of the Controller.

