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The increasing number of asset write-
downs and writeoffs during the last decade has
captured the attention of both the financial
press and the standard setting community.
The FASB is currently considering regulation
of writedowns of impaired assets and identi-
fiable intangibles and released a Discussion
Memorandum on the issues surrounding the
problem in December 1990.! Presently, there
is little empirical research which applies di-
rectly to the writedowns which might be cov-
ered by the resulting standards (discretion-
ary writedowns).

Before any regulation by the FASB is at-
tempted in this area, it would be beneficial
for both standard setters and the business
community to learn about those companies
who have already chosen to record discretion-
ary writedowns and the situations which may
have prompted them to do so. Previous re-
search in this area is not conclusive since some
is based on anecdotal evidence and most of the
published studies of writedowns include not
only discretionary writedowns of impaired
assets, but also writeoffs and writedowns
which may qualify as discontinued operations
under APB 30.

The purpose of this paper is to fill this void
in the literature by providing information fo-
cusing only on discretionary asset writedowns.
In particular, the following areas will be ex-
plored:

1. What types of firms are recording discre-
tionary asset writedowns? How prevalent
are these events?

2. How are discretionary asset writedowns
disclosed?

3. When are discretionary asset writedowns
recorded? Are there any timing patterns
in these events?

4. What are the consequences of these
writedowns? How do they affect stock
prices and the financial health of the
firms?

THE CURRENT ENVIRONMENT

An asset is said to be “impaired” when its
book value exceeds some measure of its “fair”
value. When a firm recognizes this impair-
ment and subsequently records the effect by
decreasing the book value of the asset and
debiting an income statement account, the
firm has recorded a “writedown.” GAAP
clearly allows these writedowns in several
situations. First, certain current assets, such
as marketable securities and inventories, are
examined periodically and adjusted to the
lower of cost or market. Similarly, long term
equity investments are adjusted periodically
to the lower of cost or market although the
income statement is not affected by the
writedown. Finally, any long term assets for
which disposal is contemplated (including as-
sets being sold as part of a discontinued op-
eration) are adjusted to their net realizable
value (exit market value less costs of selling
and readying for sale). These final types of
writedowns are adequately addressed by APB
30, and there appears to be no confusion on
the application of the rules to these situations,
nor any reason to reassess APB 30 at this time.

Most of the writedowns which a firm might
normally record would fall into one of these
three categories. The writedowns which the
FASB would specifically target with their po-
tential regulation would be those which do not.

!'In arecent action, the Canadian Institute of Chartered
Accountants (CICA) issued new accounting standards
relating to impaired asset writedowns for Canadian
firms.
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These will be termed “discretionary write-
downs” to distinguish them from writedowns
covered by APB 30. In these cases, the firm
has not made a decision to dispose of the as-
set in question, but has come to the conclu-
sion (based on their own decision model) that
the asset is impaired. They plan to continue
to use and depreciate the asset after the
writedown, and do not indicate any current
intent to sell the asset.

Asset writedowns are often recorded in
conjunction with, or under the title of, restruc-
turing charges. Staff Accounting Bulletin No.
67 (SAB 67), issued by the SEC in December
1986, deals with the display of restructuring
charges on the income statement. The SEC
concluded that restructuring charges should
not be afforded extraordinary treatment. The
FASB, however, has included disclosure as a
“...separate line item outside continuing op-
erations” as an option in their recently issued
Discussion Memorandum, indicating that this
treatment may be possible in their final stan-
dard.?2 As a matter of policy, the Discussion
Memorandum is subjected to SEC staff analy-
sis before issuance and an SEC observer is
present at all Task Force meetings leading to
the issuance of the Discussion Memorandum,
so it is reasonable to assume that the SEC
would rescind SAB 67 in the event that the
FASB elected this treatment in a subsequent
Statement of Financial Standards. Accord-
ingly, this study looks at discretionary write-
downs recorded during a period prior to the
issuance of SAB 67 to determine manage-
ment’s preference for the income statement
classification. SAB 67 is currently the only
regulation which deals specifically with dis-
cretionary writedowns.

The financial press has reported numer-
ous cases of anecdotal evidence concerning
writedowns and their impact on the financial
health of the firm. For instance, several ar-
ticles indicated that it appears that the stock
market reacts positively to asset writedowns.
A Wall Street Journal article indicated that
the stock price for five large companies rose
4-7 percent three days after the announce-
ment of “write-downs.” Another article indi-
cated that a $550 million “writedown” re-
corded by Warner Lambert in 1985 resulted

in a 12 percent stock price increase.4 Unfor-
tunately, none of these articles examine
whether there may be a similar number of
writedowns which resulted in stock price de-
creases. Another common theme in these ar-
ticles is the surprise nature of the writedown
and the failure of the writedown firms to
“warn” the users of the financial statements
in the periods before the writedown.5 None of
these articles in the financial press distinguish
between “writedowns” which are currently
allowed under GAAP, and those which have
been defined as “discretionary writedowns” in
this paper.

Four controlled studies of asset write-
downs have been published, all of which in-
clude events other than “discretionary
writedowns.” Two of the interested parties in
this topic, the Financial Executives Institute
(FEI) and the National Association of Accoun-
tants (NAA) have each commissioned studies
on asset impairments. Although extensive,
neither of the studies specifically looks at only
discretionary writedowns; these studies have
included writedowns in contemplation of sale
and total writeoffs.® The two published aca-
demic studies also include all types of writeoffs
and writedowns in their samples.”

2Financial Accounting Standards Board. 1990. Discus-
sion Memorandum: An Analysis of Issues Related To
Accounting For The Impairment of Long-Lived Assets

and Identifiable Intangibles. Norwalk, Connecticut:

FASB, para. 139.

3Lee Burton and G. S. Miller. 1986. Accountants De-
bate Tightening Rules for ‘Big Bath’ Write-offs by Com-
panies. The Wall Street Journal (February 11): 1, 12.

4S. D. Benway. 1985. Just What the Doctor Ordered—
"Restructuring” Revives Warner Lambert. Barrons
(December 30): 35-36.

SRobert Mime. 1986. Write-Off Time: Why the Fourth
Quarter Was So Bad. Business Week (March 17): 116,
and J. Schiff. 1985. Surprise Losses in Quarterly Earn-
ings Reports. Management Accounting (July): 52-53.

SFinancial Executives Institute. 1986. Survey on Un-
usual Charges: Summary of Responses. Financial Ex-
ecutives Institute, and D. Fried, M. Schiff, and A. C.
Sondhi. 1989. Impairments and Writeoffs of Long-
Lived Assets. Montvale, New Jersey: National Asso-
ciation of Accountants.

J. S. Strong and J. R. Meyer. 1987. Asset Writedowns:
Managerial Incentives and Security Returns. The
Journal of Finance 42(July): 643-661, and J.A. Elliott
and W. H. Shaw. 1989. Write-Offs as Accounting Pro-
cedures to Manage Perceptions. Journal of Account-
ing Research : 91-119.
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THE WRITEDOWNS AND THE
WRITEDOWN FIRMS

The companies included in this study were
selected by use of a keyword search of the
NAARS database for the period 1981 to 1983,
and subsequent reading of the corresponding
annual reports. Because the NAARS database
contains financial statements published in
annual reports, at least two to three years of
financial information were presented in each
file, resulting in potential writedown firms
with year-ends spanning 1978 to 1983. This
period was chosen to examine discretionary
writedowns prior to the issuance of SAB 67.
To qualify for inclusion in the sample, each
writedown and its firm had to meet the fol-
lowing criteria:

1. The firm wrote down one or more tangible
fixed assets used in production.

2. The firm did not reclassify the asset into
a category other than fixed assets used in
production, did not include the asset in the
calculation of discontinued operations,
and, in the period of the writedown, did
not indicate that the firm was actively
pursuing a buyer for the asset.

3. Upon reading the financial statements and
the accompanying notes, there was no in-
dication given that the firm was not con-
tinuing to depreciate the asset.

4. Financial statements were publicly avail-
able for at least three years before the
writedown and the year of the writedown.

A total of 77 writedowns by 67 firms com-
prise the sample. Given the nature of the se-
lection process, these events closely resemble
the population of discretionary writedowns
during the three years searched. This num-
ber is much smaller than those used as
samples in other studies of writedowns,? in-
dicating either the low occurrence rate of these
types of events or a tendency of firms to avoid
disclosure or recognition of discretionary as-
set writedowns. Because current GAAP does
not require that an impaired asset be written
down, it is probable that some firms (and their
auditors) chose not to recognize the impair-
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ment in their financial statements. This char-
acteristic of the problem reinforces the discre-
tionary nature of the writedown decision.

The majority of the writedown firms are
based in manufacturing industries, which
would be expected because of manufacturing’s
capital-intensive nature compared to that of
service industries (Figure 1). The predomi-
nance of New York Stock Exchange firms in
the sample is due to data availability as well
as a tendency for larger and more widely
traded firms to disclose more details of their
annual operations.

As shown in Table 1, the discretionary
writedowns ranged widely in both absolute
and relative size. Interestingly, even though
the smallest writedown was only 0.01 percent
of total assets and total sales, management
specifically identified the writedown in the fi-
nancial statements, considering its disclosure
to be important information to the financial
statement users. These descriptive findings
indicate that the recording of discretionary
asset writedowns is not a widespread occur-
rence and that the writedowns recorded vary
greatly in magnitude, both absolute and rela-
tive. The large range of writedowns will be
explored in a later section of this paper to de-
termine if large writedowns and small
writedowns are just different magnitudes of
the same event or if they differ due to under-
lying characteristics.

DISCLOSURE

Because GAAP does not currently address
discretionary asset writedowns, it is important
to investigate when and how firms have re-
corded these events. Forty-eight percent of the
firms specifically disclosed the writedown as
a fourth quarter adjustment in their annual
report, 39 percent discussed the writedown in
their annual report but did not indicate to

8For instance, Fried, Schiff and Sondhi [1989] used a
sample of 623 events from a six year period. Elliott
and Shaw [1988] used a sample of 240 events span-
ning a four year period; their original sample was se-
lected from firms included on the COMPUSTAT data
tapes, a smaller original data source than the NAARS
database.
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FIGURE 1
The Writedown Firms
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which quarter it pertained,® and only ten firms
(13 percent) recorded the writedowns in a 10Q
filed in one of the first three quarters of their
fiscal year (Figure 2). This finding substanti-
ates the claim of many analysts that the dis-
cretionary writedown of long-lived assets has
a “surprise” element. However, the preponder-
ance of fourth quarter writedowns (and
writedowns not specifically identified with any
quarter) may be due to the more intensive re-
view which firms undergo at year end. Both
the annual budgeting review process and the
external audit process tend to occur in the
fourth quarter or after the fiscal year end.
Subsequent to the testing period used in
this study, the SEC issued Staff Accounting
Bulletin 67 which specifically indicates that
these events may not be treated as extraordi-

nary losses.!° However, the FASB has chosen
to include two display options for asset
writedowns in the income statement: a sepa-
rate line item in continuing operations or a
separate line item outside continuing opera-
tions (i.e., as a type of “extraordinary item”).11
For this reason, the display options used by

°For some of these firms, the quarterly reports on Form
10Q were not available. In all cases, if the quarter in
which the writedown was recorded was not specified
in the 10Qs or annual reports, it was assumed to be a
fourth quarter adjustment for later testing purposes.

193taff Accounting Bulletin 67 was issued on December
8, 1986.

UFinancial Accounting Standards Board. 1990. Discus-
sion Memorandum: An Analysis of Issues Related To
Accounting For The Impairment of Long-Lived Assets
and Identifiable Intangibles. Norwalk, Connecticut:
FASB.
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TABLE 1
Financial Characteristics of the Partial Writedowns (n = 77)

Amount of Writedowns as a % of:
. Writedown Total Total
(in thousands) Assets Sales
Average $ 32,433 4.05% 13.15%
Range:
High 1,099,000 63.63% 654.13%
Median 5,500 1.46% 1.58%
Low 33 0.01% 0.01%
FIGURE 2
Disclosure
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management prior to the SEC restrictions are
of particular relevance.

Because of the unusual nature of the
transaction, most of the writedown firms iden-
tified highlight the loss in their financial state-
ments, particularly in their income statements
(Figure 2). A majority of the firms (68 percent)
disclosed the writedown as a separate line
item appearing after operating income but
before income tax expense, while 13 percent
of the writedowns were included in cost of
goods sold and 15 percent of the writedowns
were combined with the depreciation expense
provision. These findings suggest that in the
majority of the cases, management wished to
highlight the unusual or infrequent nature of
the writedown while stopping short of classi-
fying it as an extraordinary item. The results
also indicate that SAB 67 did not impose un-
due restrictions on the disclosure of discretion-
ary writedowns since most firms did not re-
port them outside continuing operations even
before its issuance.

TIMING AND MOTIVATION

At the current time, partial writedowns of
impaired long-lived assets are recognized at
the discretion of management (and with the
subsequent support of their auditors). Thus,
it is important to investigate when manage-
ment decides that the impairment should be
recorded and what might motivate them to
make such a decision. It is very difficult to
assess the factors which might motivate a
manager to record any discretionary event
because of the manager’s inability or reticence
to describe the decision process. Often the re-
searcher must draw conclusions from the
available data to provide apparent motivat-
ing factors in the decision to record transac-
tions. In this paper, earnings management will
be examined as a possible explanation for the
timing of and motivation for discretionary
writedowns.12

By observing reported earnings surround-
ing the period in which the writedown was
announced, two possible patterns of earnings
management can be identified: income

smoothing and “big baths.” Income smoothing
describes an earnings pattern in which man-
agement aspires to maintain a steady and pre-
dictable rate of earnings growth. Management
may try to record discretionary gains, losses,
or accruals in the period which will best help
them to attain their goal of steady growth.
This goal may be perceived as desirable be-
cause of a management incentive plan struc-
tured to reward smooth earnings patterns, or
the hope that the market will equate smooth
earnings with lower risk and subsequent
higher stock prices. Thus, in the case of
writedowns, a firm with an impaired asset
may attempt to record the loss in a period of
higher than normal earnings, or it may time
the loss to coincide with a non-discretionary
gain (for example, winning a substantial
settlement in a lawsuit).13

A second form of earnings management
has been referred to as the “big bath.” Under
this scenario, the firm appears to “save up”
discretionary losses or accruals and then
record several in the same period or in a pe-
riod in which the firm has already experienced
below normal earnings. Management might
undertake a “big bath” to signal investors that
“bad times” are behind them and better times
will follow. In the case of discretionary asset
writedowns, this reasoning is particularly
appropriate since a writedown results in de-
creased depreciation expense in the future.
The “big bath” has been mentioned often as a
probable motivation for recording asset
writedowns.14

To determine whether earnings manage-
ment was a possible motivation in the timing
of writedowns in this study, a measure of ex-

12A good summary of the earnings management litera-
ture is provided by: K. Schipper. 1989. Commentary
on Earnings Management. Accounting Horizons (De-
cember): 91-102.

13A thorough summary of the income smoothing litera-
ture is developed in: J. Ronen and S. Sadan. 1981.
Smoothing Income Numbers: Objectives, Means and
Implications. Reading, Massachusetts: Addison-
Wesley Publishing Company.

4For instance, Mime {19861, Benway [1985], and Berton
and Miller [1986].






