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2. SFAS NO.35: ACCOUNTING FOR IMPAIRMENT OF ASSETS 

Corporate governance has been the hot issue in the last few decades, for financial 

scandals have been heard worldwide in recent years.  In America, there are cases of Enron 

and World Com.  In Taiwan, we have got Procomp Informatics, Summit Computer 

Technology, Infodisc Technology, and National Aerospace Fasteners.2  Similar news also 

happened in Japan (e.g., Daiwa Security) and UK (e.g., Barings Bank).  One cause behind 

such events is unreliable financial statement information. 

Reliability and relevance are the two key qualitative characteristics for financial 

statements to be of decision usefulness.  In many situations, however, it is hard to look 

after both sides.  Therefore, academicians and the authority, considering the demand and 

the worldwide trend, make effort to work out suitable accounting standards so that financial 

statements can provide more relevant and reliable information.  International Accounting 

Standards No.36 (IAS 36), Impairment of Assets, effective in 1998, is the first such 

regulation adopted by many countries.  The objective of IAS 36 is to ensure that assets are 

carried at no more than their recoverable amount and to define how the recoverable amount 

is calculated.  Assets to which IAS 36 applies include long-term assets, long-term 

investments, and intangible assets.  IAS 36 also aims to do away with the practice of 

recognizing long-term assets at a historical-cost basis or a “lower-of-cost-or-market” basis.  

In 1995, FASB released SFAS No.121, Accounting for the Impairment of Long-Lived Assets 

and for Long-Lived Assets to Be Disposed Of, to reduce managerial flexibility and to 

enhance the reporting of asset impairments (e.g., the “Big Bath” problem).  In August 2001, 

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

                                                 
2 The full name of the four companies that broke out financial crisis are: Procomp Informatics Ltd. (博達, 
security code: 2398), Summit Computer Technology Co., Ltd. (皇統 , security code: 2490), Infodisc 
Technology Co., Ltd. (訊碟, security code: 2491), and National Aerospace Fasteners Corp. (宏達科技, 
security code: 3004). And Procomp Informatics Ltd. and Summit Computer Technology Co., Ltd. was delisted 
on September 8th and December 16th in 2004 respectively. 
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to resolve the implementation issues which firms encounter in implementing SFAS No.121. 

In Taiwan, the regulation of asset impairment scattered among various order, command 

or direction authoritatively given, resulting in a loosely enforcement of asset impairment.  

In order to follow the worldwide trend, the Accounting Research and Development 

Foundation (ARDF) in Taiwan, referring to IAS 36, issued Statements of Financial 

Accounting Standards No. 35 (SFAS No.35), Accounting for Impairment of Assets, on July 

1st 2004.  SFAS No.35 is effective all public companies that release their financial 

statements from 2005 or after, but early applications (paragraph 107) or applications by 

private companies are strongly encouraged.  SFAS No.35 is to act as the ‘vacuum cleaner’ 

of a company to dig out over-valued assets, to reflect the true value of assets, and hence to 

enhance the transparency of financial statements and to reduce the possibility of corporate 

scandal. 

 

2.1 Introduction of SFAS No.35 

2.1.1 Scope and Purpose 

Basically, SFAS No.35 applies to all assets except for the following ones that are 

regulated by other accounting standards: 

1. Inventories (see SFAS No.10), 

2. Assets arising from construction contracts (SFAS No.11), 

3. Deferred tax assets (SFAS No.22), 

4. Assets arising from employee benefits (SFAS No.18), 

5. Financial assets (SFAS No.34). 

Also excluded are loans and accounts receivable.  But investments in subsidiary, 

investments evaluated under the pooling-of-interest method, and investments in joint 

ventures are still regulated by SFAS No.35.  Therefore, the assets which SFAS No.35 aims 

include fixed assets, lease assets, intangible assets, and long-term investments (including 
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subsidiaries) evaluated under the pooling-of-interest method. 

Previous research and standard setters suggest that companies evaluate the impairment 

of long-term investments from the standpoint of a “consolidated financial statement.”  

There are two reasons for this suggestion.  First, goodwill derived from 

merger-and-acquisition transactions does not show up on either the parent company’s or the 

subsidiary’s financial statements until the parent company compiles consolidated financial 

statements at the year end.  If evaluated separately, the impairment for goodwill can not be 

measured properly.  Second, SFAS No.35 states that companies determine the impairment 

for the asset’s cash-generating-unit (CGU, defined later).  For the conglomerate that 

differentiates its operation functions (e.g., R&D, manufacturing, and marketing) among the 

subsidiaries, the impairment can only be determined if all the subsidiaries are considered. 

 

2.1.2 Definition 

 Before doing the analysis, we define several terms that are broadly used in SFAS 

No.35: 

1. Impairment: An asset is impaired when its carrying amount exceeds its recoverable 

amount. 

2. Carrying amount: It is the amount at which an asset is recognized in the balance sheet 

after deducting accumulated depreciation and accumulated impairment losses. 

3. Recoverable amount: It is the higher of an asset's fair value less costs to sell (sometimes 

called net selling price) and its value in use.  If the value of using asset is greater than 

its fair value, the recoverable amount is the asset’s fair value (paragraph 10).  If its fair 

value can not be measured, it is proper to use the value of using asset as the recoverable 

amount. 

4. Fair value: It is the amount obtainable from the sale of an asset in a bargained 

transaction between knowledgeable, willing parties.  The current price (e.g., a sales 
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contract, the price in an active market, or the market value of similar assets) is the 

proper fair price for an asset.  If the current price is not available and there exists no 

big change in economic condition between the transaction date and evaluation date, 

replacement cost is the indicator of fair value. 

5. Value in use: It is the discounted present value of estimated future cash flows expected 

to arise from the continuing use of an asset, and from its disposal at the end of its useful 

life.  Companies can estimate value in use with the following two steps: 

- Estimate the future cash flows (including inflows and outflows) the entity expects 

to derive from the asset for use and disposal.  Un-promised future asset 

reconstruction and related benefit should not be included. 

- Discount the result in the previous step with a proper discount rate. 

6. Cash-generating-unit (CGU): It is the smallest identifiable group of assets that generates 

cash inflows from continuing use, and that are largely independent of the cash inflows 

from other assets or groups of assets. 

 

2.1.3 Indication of Impairment 

As just mentioned, companies should do asset (except goodwill) impairment tests after 

dividing the asset pools into one or more than one CGUs, and they can evaluate the 

impairment amount based on each CGU.  Companies, when making the evaluation, should 

consider information from both external and internal sources.  Examples of external 

sources include: 

1. Market value declines, 

2. Negative changes in technology, markets, economy, or laws, 

3. Increases in market interest rates, 

4. Lower company stock price than book value. 

Internal sources are: 
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1. Obsolescence or physical damage, 

2. Asset is part of a restructuring or held for disposal, 

3. Worse economic performance than expected. 

 

What should be emphasized here is that the impairment of goodwill and 

goodwill-related CGUs should be evaluated periodically each year whether a triggering 

event of impairment exists or not.  And according to SFAS No.1 and SFAS No.25, 

companies still have to amortize goodwill using the straight-line method and recognize the 

amortization as non-operating expense or extraordinary items during the useful life of 

goodwill. 

 Because the judgment of asset impairment indication and the asset impairment test are 

determined for each CGU, a financially-sound or profitable company might not said to be 

“healthy”—as long as one of the CGUs has to conduct the impairment test or does show the 

sign of impairment, it is possible that companies recognize impairment loss on financial 

statements. 

 

2.1.4 Identifying an Asset That May Be Impaired 

On each balance sheet date, companies review all assets to look for any indication that 

an asset may be impaired (i.e., its carrying amount may be in excess of the greater of its net 

selling price and its value in use).  If there is an indication that an asset is impaired, 

companies must calculate its recoverable amount.  All these should be done for each CGU 

(paragraphs 49 and 50).  Unlike other assets, goodwill should be tested each year without 

exception (paragraphs 6 to 8).  The asset recoverable amount (i.e., fair value less cost to 

sell and value in use) should be determined for each individual asset, if possible.  

Otherwise, it should be determined for the specific asset's CGU (paragraph 31).  When 

identifying CGUs, companies can consider how the administrative authority monitors the 
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operation (e.g., production line, business, individual area) or how the administrative 

authority decides whether an asset or business unit should continue to operate or be 

disposed.  In principle, a CGU should be smaller than a ‘segment’ defined in SFAS No.20.  

In other words, a CGU can be an individual asset or an asset pool composed of many assets. 

 

2.1.5 Impairment of Goodwill 

Goodwill has no fair value and can not generate future cash flows, so it should be 

attached to related CGUs to evaluate the impairment amount.  Goodwill derived from 

acquisition transactions should be allocated to related CGUs from the acquisition date on a 

proper basis.  The allocation can not be done later than the second year of acquisition, and 

can not be altered unless the company decides to reconstruct the related CGUs which 

goodwill belongs to. 

Corporate assets (e.g., head office or buildings, electric information system, or research 

center), like goodwill, do not generate cash inflows independently from other assets and 

their carrying amount cannot be fully attributed to a specific cash-generating-unit.  

Therefore, the accounting practice of impairment for these assets is similar to that for 

goodwill. 

The accounting profession suggests that after SFAS No.35 is put into practice, 

companies group their assets into four categories: individual assets, CGUs, corporate assets, 

and goodwill.  For instance, production lines, business groups, sectors, or business areas 

can be categorized as CGUs, while corporate head office and training centers can be 

corporate assets. 

 

2.1.6 Recognition of an Impairment Loss 

An impairment loss should be recognized whenever the recoverable amount is below 

the carrying amount (paragraph 66).  For those assets having been revalued according to 
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other regulations (e.g., paragraph 79, SFAS No.1), impairment loss should first offset 

“unrealizable revaluation gains or losses” under the stockholders’ equity section on the 

balance sheet.  The difference between impairment loss and unrealizable revaluation gains 

or loss is recognized as loss on the income statement.  If assets are not revalued before the 

impairment evaluation, the full amount of impairment loss is recognized as loss on the 

income statement. 

Impairment loss of a CGU should be allocated to reduce the book value of assets 

within the specific unit.  The sequence to allocating losses in the specific CGU is as 

follows (paragraph 86): 

1. To goodwill, 

2. To other assets (including corporate assets) on a pro rata basis. 

 

Since CGU is only a transitory item or “concept” used to calculate and allocate 

impairment loss, the reduction of book value derived from impairment should be viewed as 

losses for assets involved.  That is, a CGU is not an “account” that will be shown on 

financial statements. 

 

2.1.7 Reversal of an Impairment Loss 

The same approach for impairment identification is applicable to assess at each balance 

sheet date whether there is an indication that an impairment loss may have decreased.  If 

so, a firm should calculate the recoverable amount (paragraph 89).  The only exception is 

goodwill.  Impairment of goodwill is ‘permanent’ and can not be reversed in later years.  

There should be evidence to prove that reversal is possible (paragraph 44).  The reversal is 

not infinite——increased in the carrying amount due to a reversal should not be more than 

what the depreciated historical cost would have been if the impairment had not been 

recognized. 
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For assets not revalued, reversal of the impairment loss is recognized as profit in the 

income statement.  For revalued assets, the reversal amount should first offset the 

impairment loss having been recognized on the income statement, and the balance is 

recognized as unrealized revaluation gains on the balance sheet.  The reversal of a CGU 

should be allocated to all the assets (besides goodwill) in the unit on a pro rata basis. 
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The examination of asset reversal can be depicted with a flowchart as follows: 

 

 

2.1.8 Disclosure 

SFAS No.35 asks companies to disclose the following information by asset class on 

financial statements: 

1. Impairment losses recognized in the income statement, 

2. Impairment losses reversed in the income statement, 

3. Which line item(s) of the income statement. 

Disclosure of the measurement and accounting policy for asset impairment are also 

required. 
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2.2 Comparison between SFAS No.35 (Taiwan) and SFAS No.144 (US) and IAS 36 

The spirit of all the accounting standards for asset impairment is the same, but the 

detail might be different.  For example, IAS 36 indicates that the intangible assets with the 

following features should be tested annually to check if impairment happens: 

1. The explicit useful life can not be determined, 

2. The intangible asset is still not available for use, 

3. The goodwill derived from merger and acquisition transactions. 

But SFAS No.35 (Taiwan) states that only goodwill is necessary to be tested annually.  

That is to say, other intangible assets are tested for impairment only when there is any 

indication that expected the company to do so. 

 There are many differences between SFAS No.35 (Taiwan) and SFAS No.144 (US).  

First, in SFAS No.144 (US), there are two steps to evaluate asset impairment—compare the 

undiscounted future cash flow with the current book value (to decide whether an 

impairment occurs) and calculate the impairment amount (the difference between the book 

value and the recoverable amount).  In SFAS No.35 (Taiwan), however, only the second 

step is involved to decide the impairment loss, which reflects the fact that SFAS No.35 

(Taiwan) is stricter than SFAS No.144 (US). 

 Second, SFAS No.35 (Taiwan) allows the possibility of reversal if the recoverable 

amount increases after the impairment is recognized.  But reversal is prohibited under 

SFAS No.144 (US).  Thus, the former can be said to be a “two-way” regulation, while the 

latter is a “one-way” regulation. 

 Finally, SFAS No.35 (Taiwan) requires that goodwill be reduced to the amount of 

“zero” before other assets recognized impairment losses.  SFAS No.144 (US) requires 

goodwill be reduced to “the fair value” before other assets recognized impairment losses. 
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2.3 Effects of SFAS No.35 

 Effects of SFAS No.35 are threefold——for companies, investors, and the authority. 

Details are described as follows: 

 

2.3.1 For Companies 

 By applying SFAS No.35, companies have to evaluate the possibility and the amount 

of impairment (if necessary).  The most direct effect is that the figures of profit and loss 

and the balance of assets are more credible.  The market expects that in the short term 

companies with a lot of long-term investments and fixed assets (e.g., companies in the 

electric and insurance industries), with a lower equity value than the stock price, and with 

the indication of asset impairment will be most strongly affected.  A paradox of the 

application of SFAS No.35 is the conflict between the accounting principle of conservatism 

and the operation performance; and as the frequency of adjustment of assets increases, it 

may spoil investors’ confidence in financial statements.  Another negative effect of SFAS 

No.35 for companies is that banks might tighten the credit line or request collaterals for the 

undue loans.  Though impairment leads to loss on the book and some other side effects, in 

the long run, the systematic practice of asset impairment tests is beneficial to companies.  

The transparency of financial information is favorable, especially for those companies that 

expect to raise capital in the international financial market.  The establishment of SFAS 

No.35 is actually to set up another common language with the market. 

 The skill of valuation techniques is another big problem that is yet to be solved. 

Specifically, because some assets, like goodwill and real estate investment, do not have a 

“fair” value that can be obtained from the market due to low liquidity of these asset 

categories, how to evaluate their value properly is a big issue.  At the application level, 

identification of impairment or reversal indications, determination of the recoverable 

amount parameters, differentiation of CGUs, and goodwill amortization require 
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professional judgment.  Moreover, to evaluate impairment to some extent might prompt 

companies to spend more on the process of making financial statements.  This usually 

confuses them, and companies tend to view the increase in cost as a “loss.” 

 

2.3.2 For Investors 

Of numerous resources of financial information, financial statements are still the best 

start to know about a company. Investors, when reading financial statements, have to 

remember a few tips.  To begin with, investors should take notice of the disclosure section 

of the statements.  From this part, investors would have a clear view as to the amount of 

impairment loss, impaired items, and financial statement affected.  When significant 

impairment or reversal happens on individual assets and CGUs, the judgment of 

reasonability is important.  Also what should also be noted is the indication of impairment 

(which might affect a company’s long-term operation), the discount rate adopted, and the 

differentiation of CGUs.  Thus, a basic understanding of industry characteristics, such as 

industry growth rate, industry reports, and macroeconomic analysis is helpful, too. 

 Since SFAS No.35 focuses on three types of assets (i.e., equity investment, fixed assets, 

and goodwill), the relationship between these items and the impairment is worthy of more 

attention.  For example, if a company increases its equity investment year by year, but the 

effectiveness and efficiency of these investments are poor, this would be an indicator of 

impairment.  Moreover, if the investment of fixed assets is large, the performance of core 

business should be examined simultaneously.  Fixed assets used for expanding operational 

activities should bring in cash flows; otherwise, it is possible that there exists potential 

impairment for these unused assets.  If the amortization of goodwill is not matched with 

the growth of a company, impairment might also happen. 
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2.3.3 For the Authority 

Due to the absence of quoted prices for many firm-specific assets, it is likely that 

managements’ estimates of fair value will determine the amount of the asset write-down.  

Therefore, the issuance of SFAS No.35 has not eliminated managers’ discretion over the 

timing and the amount of assets write-downs. Previous research also pointed out this issue.  

For example, Ree et al. (1996) investigated abnormal accruals of firms recognizing 

“permanent” asset impairment in their financial reports.  This result seemed to suggest the 

existence of opportunistic actions in the year of the write-down to improve future years’ 

reported earnings.  More recently, Riedl (2004) contrasted the characteristics of 

write-down firms prior and subsequent to the issuance as SFAS No.121 and found that an 

even “higher” correlation between write-downs and “big-bath” reporting behavior after the 

standard’s implementation, and that this ‘big bath’ might reflect opportunistic reporting by 

managers rather than the provision of private information.  It is necessary that the authority 

and standard setters have to modify the current regulation/standards or set up more 

accompanying measures so as to monitor companies’ financial statements. 

 

 

 

 

 

 

 

 

 

 

 


