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HKAS 36 Impairment — frequently asked questions

This newsletter is the second in the series highlighting frequently asked questions relating
to the impairment process. It addresses when impairment tests need to be conducted, how
the tests differ depending on the nature of the assets and how impairment is measured. It
also looks at the determination of carrying amount and recognition of impairment losses.

Frequency of impairment tests

Q1. How frequently should impairment tests be conducted?

The frequency depends on the nature of the assets being tested. The standard requires
all assets to be tested when there is an indicator of impairment. In addition, the following
assets need to be tested annually even if no indicator of impairment exists: goodwiill,
indefinite-lived intangible assets and intangible assets not yet ready for use.

Q2. Should an entity perform the impairment test at interim balance sheet dates?

At each reporting date, including interim balance sheet dates, an entity is required to
assess whether there has been any indication that an asset is impaired. If such an indicator
exists, the asset must be tested for impairment.

Q3. How does an entity identify impairment indicators?

Impairment indicators can be internal (specific to the entity), such as sales below budgeted
levels, or external, such as increases in market interest rates. Management should have

an active process for considering factors affecting its business. Each entity typically has
systems of management reporting in place that will assist in this process — for example,

a commentary on the results of the month from management, which will identify the
significant events in the month in question.

Example

A branch of a business in southern Asia, located close to a chemical factory was
largely destroyed in an explosion. The insurance assessors are examining the damage,
and management is confident that the full cost to rebuild plus compensation for loss of
profits will be received.

Is the asset impaired in this case, given that it will be replaced?

Solution

Yes, the asset is impaired, as it has been destroyed. The replacement will be a new
asset; the costs of construction are capitalised when it is built. Insurance proceeds for
rebuilding costs are credited to income. The impairment loss is charged in the current
period. Any insurance proceeds for the fixed asset and compensation for loss of profit
can only be recognised when the recovery from the insurers is virtually certain.

Q4. Should management analyse the individual performance of individual assets or cash-
generating units (CGUs), even when the company is overall profitable?

Management should consider the economic performance of the individual assets or CGUs
to assess whether the asset or CGU is performing in line with expectations. The fact that an
entity is profitable as a whole does not mean that an individual asset or CGU is not impaired.



Annual impairment tests may be performed at any time during
the financial year provided that the testing is performed at the
same time in subsequent periods. Different assets may be tested
at different times of the year.

The advantages are:

e Testing could be performed at a time when more resources
are available to complete the tests;

¢ Annual impairment test process could be aligned with the
budgeting process, which provides the data for value in use
tests; and

¢ Any potential impairments and related disclosures could be
assessed before the year-end accounts preparation process.

However, the risk with in performing a test before the year-end is
that the impairment test will need to be re-performed if there is a
subsequent trigger event.

Goodwill should be tested for impairment in the year of
acquisition. If the initial accounting or purchase price allocation
cannot be completed in the year of acquisition, that initial
accounting should be completed by the end of the twelve
months from the date of acquisition. Without completing the
initial accounting, the amount of goodwill would not be known.
Once goodwill is known, it is allocated to CGUs and tested for
impairment. In a situation where a December year-end entity
acquires a business in May 2007 and purchase price allocation
cannot be completed by December 2007, it would have up till
May 2008 to complete this allocation. Hence, goodwill would not
be known until then and the entity would have until December
2008 to allocate goodwill to CGUs and test it for impairment.

Such a CGU (or group of CGUs) is re-tested for impairment
before the end of the current year.

Example

An acquisition takes place in January 2006; the allocation

of goodwill arising from this acquisition was completed in
September 2006. The entity’s annual goodwill impairment
testing is performed in March of each year. When should the
entity test goodwill for impairment?

Solution

The CGU (or group of CGUs) with the new goodwill allocated
is tested for impairment before the end of the current period,
December 2006.

An asset is impaired when its carrying amount can not be
recovered from its continued use or from its sale. The recoverable
amount of an asset is compared to the carrying amount to
determine if an asset is impaired. An asset’s recoverable amount
is the higher of its value in use (VIU) and its fair value less costs
to sell (FVLCTS).

It is not always necessary to calculate both measures in an
impairment review. For example, there is no need to calculate
VIU if FVLCTS can be reliably estimated and is higher than the
carrying amounts being reviewed.

An asset’s or CGU’s VIU is the present value of the future cash
flows expected to be derived from the use of the asset or CGU
and from its disposal. The VIU calculation is not a fair value
calculation or a proxy for fair value. VIU is a prescribed form of
cash flow model set down in HKAS 36 so that impairment testing
is comparable.

A non-approved business plan does not represent a reliable
source of information, as it may be subject to change. Cash
flow projections are based on the most recent financial budgets/
forecasts approved by management to determine the VIU.

Adjustments to the forecasts may be necessary when
determining the VIU. Forecasts must be based on reasonable
and supportable assumptions that represent management’s best
estimate of the economic conditions over the asset’s remaining
useful life. Greater weight is given to external evidence.

When preparing a VIU calculation, the costs and benefits of
the restructuring programme are ignored in the forecasts. The
benefits (and costs) of a restructuring programme can only

be taken into account when a provision for the programme is
made in the financial statements. This is only permissible when
the entity is demonstrably committed to the restructuring, that
is, through implementation of the restructuring or a formal
announcement to those affected to raise a valid expectation of
such plan.

The general approach for a CGU that is a business with no
predetermined or determinable lifespan is for the cash flow
forecasts to include a terminal value. This, in effect includes cash
flows for an indefinite period. If the CGU has a finite life, the cash
flow forecasts must not exceed this finite life.
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The following two-step approach can be applied to derive
iteratively the implicit pre-tax discount rate from post-tax data.
This pre-tax rate is applied to the discounted cash flows that are
the basis of the VIU:

Step 1:

From pre-tax cash flow projections, the expected actual tax cash
payments are calculated to arrive at post-tax cash flows. These
post-tax cash flows are discounted at an appropriate post-tax
discount rate derived using information observable on the capital
markets.

Step 2:

The pre-tax discount rate is derived by determining the rate
required to be applied to the pre-tax cash flows to arrive at
the result obtained in step 1 (i.e. same methodology used for
computing an internal rate of return).

When there is neither a binding sale agreement nor an active
market, FVLCTS may be estimated as the amount that the
entity could obtain from disposal of the asset in an arm’s length
transaction based on data from recent market transactions.
Discounted cash flow techniques may be used in estimating the
fair value of the asset.

It is not necessary to have actual market transactions to support
a FVLCTS calculation, as long as the projected cash flows and
discount rate are consistent with the assumptions that market
participants would make. If comparable transactions in similar
assets or businesses are available, they are used as market
evidence. If such benchmark or comparable market transactions
do not exist, any possible external evidence (e.g. growth rates,
discount rates, etc.) is used to support the cash flow projections.
Based on this, it is almost always possible to determine FVLCTS.

Discounted cash flow techniques may be used in incorporating
assumptions that market participants would use in estimating
the fair value of the asset. The key assumptions underpinning the
cash flow analysis are benchmarked against market evidence.
Any differences in the assumptions in the cash flows used for

the FVLCTS compared to those used in the VIU analysis are also
considered for reasonableness, for example, restructuring or
improvement-type capital expenditure that HKAS 36 does not
allow in the VIU calculation may be added back in the discounted
cash flows calculation to determine the FVLCTS.

The comparison of the recoverable amount of an asset (i.e.
FVLCTS or VIU) with its carrying amount to determine whether
there is an impairment charge should be made on a consistent
basis. FVLCTS and VIU use different assumptions and data. The
carrying amounts are likely to differ for the comparison purposes
with the recoverable amount (i.e. FVLCTS or VIU).
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A carrying amount is the accounting book value of an asset or
the book value of the relevant assets and liabilities of a CGU.
Many CGUs are businesses, which will include both fixed assets
and intangible assets, as well as working capital assets and
liabilities and any other assets or liabilities. Only assets within
the scope of HKAS 36 are included in the carrying amount. For
example, equity securities accounted for as ‘available for sale’
would not be included in the carrying amount of a CGU because
those investments have their separate cash flows. Carrying
amount must include any allocations of corporate assets or
goodwill.

No. The components of VIU and FVLCTS are different. When
comparing the recoverable amount (i.e. FVLCTS or VIU) with the
carrying amount to determine whether there is an impairment
charge, that comparison should be made on a consistent

basis. The elements in both sides of the comparison should be
determined on a like-for-like basis.

Only operating assets are included in the carrying amounts
because the recoverable amount (i.e. FVLCTS or VIU) only
includes operating cash flows for both calculations. Carrying
amounts exclude financial assets, investment properties and any
other non-operating asset.

No. Liabilities are usually excluded from the carrying amounts
(HKAS 36.76(b)). Sometimes the recoverable amount of the
CGU cannot be determined without consideration of a particular
liability — for example, a decommissioning liability for a power
station is included in the carrying amount.

No. VIU is a pre-tax calculation, so deferred tax liabilities should
be excluded from the carrying amount. On the contrary, FVLCTS
is a post-tax calculation, so tax is considered and the carrying
amount that is compared with FVLCTS includes the deferred tax
liabilities.

An impairment loss arising on a CGU is allocated first to goodwill
allocated to the CGU, and second to the other non-monetary
assets in proportion to their carrying amounts.

The goodwill is written off before other intangible and tangible
fixed assets are impaired. However, no asset is written down
below the higher of value in use, fair value less costs to sell or nil.
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Yes. This results from step 1 of the following
two-step approach:

Step 1:

Individual assets and smaller CGU’s that
are included in a bigger CGU are tested
individually — excluding goodwill when
there are indicators of impairment. This
step allows the write-down of those assets
that were impaired before the goodwill
impairment. Management records any
impairment on the CGU assets before the
group of CGUs plus attributed goodwill are
tested for impairment.

Step 2:

The bigger CGU that includes the individual
assets and the smaller CGUs is tested for
impairment. Management should compare
the recoverable amount of the bigger CGU
with its carrying amount that is reduced by
the impairment loss already recognised in
step 1. The second step may not result in
the recognition of additional impairment.

Yes. Management must disclose how
the recoverable amount was estimated

— whether VIU or FVLCTS. If the VIU was
used, the following information should be
disclosed:

e description of each key assumption
underlying the cash flow projections and
management’s approach to determine it;

¢ the period over which management
has projected cash flows (when greater
than five years, reasons why that longer
period is justified);

¢ the growth rate used to extrapolate cash
flows; and

e the discount rate applied to the cash
flow projections.

If FVLCTS was used, the methodology used
to determine it should be disclosed. When
the FVLCTS is not determined based on
market prices, the following information
must also be disclosed:

e adescription of each key assumption
used and management’s approach to
determining the key assumptions; and

e whether the assumptions are consistent
with past experience or external data
and if not, disclose the reasons.

The information is therefore essentially the
same as that required for VIU.

In addition to the information of the key
assumptions to assess the recoverable
amount, management should disclose

the following information if a reasonably
possible change in a key assumption
underlying FVLCTS or VIU would cause an
impairment to arise (HKAS 36.134(f)):

e the amount by which the CGU
recoverable amount exceeds its carrying
amount;

¢ the value assigned to the key
assumption; and

¢ the amount by which the value assigned
to the key assumption must change,
after incorporating any consequential
effects of that change on the other
variables used to measure recoverable
amount, in order for the CGU
recoverable amount to be equal to its
carrying amount.
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Contacts

For further help, please contact:

Hong Kong

22/F Prince’s Building
Central, Hong Kong
Tel: (852) 2289 8888
Beijing

26/F Office Tower A
Beijing Fortune Plaza
7 Dongsanhuan Zhong Road
Chaoyang District
Beijing 100020, PRC
Tel: (86) (10) 6533 8888

Shanghai

11/F PricewaterhouseCoopers Center
202 Hu Bin Road

Shanghai 200021, PRC

Tel: (86) (21) 6123 8888

Chongqing

Room 1905

19/F Metropolitan Tower
68 Zou Rong Road
Chongging 400010, PRC
Tel: (86) (23) 6393 7888

Dalian

8/F Senmao Building
147 Zhongshan Road
Xigang District

Dalian 116011, PRC
Tel: (86) (411) 8379 1888

Guangzhou

25/F Center Plaza

161 Lin He Xi Road
Guangzhou 510620, PRC
Tel: (86) (20) 3819 2000

Macau

28/F Unit C

Bank of China Building
Avenida Doutor Mario Soares
Macau

Tel: (853) 7995 111

Qingdao

4601 Qingdao International Finance Center
59 Hong Kong Zhong Road

Qingdao 266071, PRC

Tel: (86) (532) 8089 1888

Shenzhen

38/F Shun Hing Square

Di Wang Commercial Centre
5002 Shennan Road East
Shenzhen 518008, PRC

Tel: (86) (755) 8261 8888

Suzhou

Room 1501

Genway Tower

188 Wang Dun Road

Suzhou Industrial Park

Suzhou 215028, PRC

Tel: (86) (512) 6273 1888
Tianjin

17/F The Exchange Tower One
189 Nanjing Road, Heping District
Tianjin 300051, PRC

Tel: (86) (22) 2330 6789

Xi'an

Room 728

Zhongda International Mansion
30 Nan Da Street

Xi’an 710002, PRC

Tel: (86) (29) 8720 3336
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