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1. INTRODUCTION 

An asset is said to be “impaired” when its book value exceeds some measure of its 

“fair” value.  When a firm recognizes this impairment and subsequently records the effect 

by reducing the book value of the asset, the firm has recorded a “write-down.”  

Write-downs are one-time accounting adjustments that decrease the carrying values of 

assets (Bunsis, 1997). 

In America, as a result of the numerous “Big Baths” in 19861, the Financial Accounting 

Standards Board (FASB) has focused on the issue since then.  In 1995, FASB released 

SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived 

Assets to Be Disposed Of, with the intention to reduce managerial flexibility and to enhance 

the reporting of asset impairments.  To establish a single model for companies to follow, 

FASB issued SFAS No. 144, Accounting of the Impairment or Disposal of Long-Lived 

Assets, in August 2001 to resolve the implementation issues that arose from SFAS No. 121.  

For the fiscal years that end subsequent to 15 December 2001, FASB Statement No. 142, 

Goodwill and Other Intangible Assets (FASB 2001b), governs financial reporting for 

acquired goodwill and other intangible assets (Hirschey and Richardson, 2003).  This 

statement not only does away with the presumption that such acquired assets have finite 

lives, but eliminates mandatory amortization with an aim to improve financial reporting by 

helping users of financial statements better understand corporate investments in goodwill, 

other intangible assets, and the subsequent performance of those assets.  Furthermore, 

unlike those general guidelines that require testing for impairment only when a “triggering 

event” indicates that the fair value of the reporting unit is below its book value, goodwill 

                                                 
1 “Big bath” is the strategy of manipulating a company's income statement to make poor results look even 
worse. The big bath is often implemented in a bad year to enhance artificially next year's earnings. The big rise 
in earnings might result in a larger bonus for executives. New CEOs sometimes adopt the big bath strategy so 
that they can attribute the company's poor performance to their predecessors, and take credit for the next year's 
improvements. 
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should be tested for impairment on an annual basis as well as between annual test dates 

when a “triggering event” happens (Rezaee and Spiceland, 2003). 

In Taiwan, although the accounting standards are specific regarding the appropriate 

treatment of declines in the value of short-term assets (e.g., inventory and marketable 

securities), no explicit guidance exists to deal with the impairment of long-lived assets until 

the mid-2004.  Financial statement users usually find it hard to evaluate impairment for 

long-term investments, long-lived assets, and goodwill in contrast to other asset groups, 

such as inventory and physical assets.  The establishment of SFAS No.35, Accounting for 

Impairment of Assets, is to improve the above situation.  SFAS No.35 follows International 

Accounting Standards No.36 (IAS 36), Impairment of Assets, and aims to serve a clear and 

definite guideline for public companies, especially for those listed ones.  However, many 

firms worry that the application of SFAS No.35 is challenging at the beginning and that the 

market might react negatively to the write-down announcements.  Some also argues that 

the application of SFAS No.35 still leave room for earnings management or discretionary 

write-downs, for these write-downs have an enormous impact on both accounting earnings 

and the book value of assets, leading to explicit or implicit incentives for managers to 

manipulate write-down amounts. 

This paper examines the impact of SFAS No.35 application on the stock performance of 

those firms that announce asset write-downs during the period of the 4th quarter of 2004 to 

the 3rd quarter of 2005.  Those firms that apply SFAS No. 35 for their Y2004 financial 

statements are said to follow the rule “ahead of the time.”  Specifically, we address the 

following two questions:  1. Does the market react positively or negatively to asset 

write-down announcements?  Or, alternatively, what is the impact of asset impairment on a 

firm’s value?  2. Do investors over-react or under-react to asset write-down 

announcements?  The first question is about the short-term stock performance within the 

event period.  This study employs six partition methods, which extend Yan and Ding’s 
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research in 2006, to relate the write-down asset or the write-down firm characteristics to 

stock performance.  Besides the traditional market model, an industry factor or an interest 

rate factor is added to examine whether these factors can enhance explanation capability of 

the basic model.  For the second question, we examine the near-term stock performance in 

a longer period (i.e., a (-30, 30) window).  The purpose is to investigate whether investors 

tend to over- or under-react to write-down announcements. 

The empirical result shows that no matter what partition method is used, the market 

reacts negatively to write-down announcements, but the t-statistic is not always statistically 

significant.  The inclusion of an interest rate factor does not add substantial explanatory 

power to the simple single-factor market model, in which the return on an index of common 

stocks is used as a proxy for the market portfolio.  This is contrary to previous research.  

The industry factor instead is the one with higher value relevance not only for financial 

industry, but for non-financial industries.  As to the second question, the behavioral 

finance literature has proposed two contradictory models of irrational investor 

behavior——over-act to information, leading to a pattern of long-term return reversal and 

under-react to information, leading to long-term return continuation (Kadiyala and Rau, 

2004).  Previous research suggests that investors in Taiwan are prone to react quickly to 

information released in the market.  Due to this investor feature, the hypothesis in the 

study is that investors would over-react to write-down announcements.  The near-term 

stock performance under the industry partition verifies the hypothesis, but further research 

is needed to get a concrete conclusion about the long-term stock performance.  Another 

limitation of the research is the distribution imbalance of sample firms among different 

industries, thus we should be cautious in interpreting the empirical results from our study 

and avoid expanding the conclusion to other un-examined firms or to the industry as a 

whole. 

The remainder of this paper is organized as follows.  Chapter 2 introduces the recent 
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SFAS No.35 and related issues.  Chapter 3 is literature review.  Chapter 4 is research 

methodology and hypotheses.  Chapter 5 reports data and sample, including descriptive 

statistics for the full sample.  Chapter 6 presents the empirical results of the market 

reaction to write-down announcements.  Chapter 7 discusses the implications of our 

findings, and Chapter 8 is the conclusion of the study. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


