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Professional Certificate in International Accounting Standards for Financial Instruments

Impairment of Financial Instruments

Impairment of Financial Instruments:

The impairment of financial instruments refers to the reduction in the value of financial assets or liabilities
due to a decline in their recoverable amount. This impairment is recorded on the balance sheet as a loss,
reflecting the decreased value of the financial instrument.

Financial instruments that are subject to impairment include loans, receivables, debt securities, and other
financial assets. The impairment process involves assessing whether there are any indicators of impairment,
determining the amount of impairment loss, and recognizing this loss in the financial statements.

Indicators of Impairment:

Indicators of impairment are events or circumstances that suggest a financial asset may be impaired. These
indicators include significant financial difficulty of the debtor, breach of contract, default or delinquency in
payments, the probability of bankruptcy, and changes in economic conditions that impact the debtor's
ability to pay.

When one or more of these indicators are present, the company must perform an impairment test to
determine the amount of impairment loss to be recognized.

Impairment Test:

The impairment test is a process used to assess the recoverable amount of a financial asset and determine if
it is impaired. There are two main methods for conducting an impairment test: the individual assessment
method and the collective assessment method.

- Individual Assessment Method: Under this method, each financial asset is assessed for impairment
individually. If there are objective evidence of impairment, the carrying amount of the asset is reduced to its
recoverable amount, and an impairment loss is recognized.

- Collective Assessment Method: This method is used when financial assets share similar risk characteristics.
A group of assets is assessed for impairment collectively, taking into account historical loss patterns, current
economic conditions, and other relevant factors.

Recoverable Amount:

The recoverable amount of a financial asset is the higher of its fair value less costs to sell and its value in
use. Fair value is the amount that would be received to sell an asset in an orderly transaction between
market participants at the measurement date. Value in use is the present value of the future cash flows
expected to be derived from the financial asset.
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When determining the recoverable amount, companies must consider all available information, including
market prices, interest rates, credit risk, and other factors that may impact the value of the financial asset.

Impairment Loss:

An impairment loss is the amount by which the carrying amount of a financial asset exceeds its recoverable
amount. This loss is recognized in the income statement and reduces the carrying amount of the asset on
the balance sheet.

Impairment losses are considered an expense for the company and are reflected in the financial statements
as a reduction in profit or an increase in loss. These losses are recognized when there is objective evidence
of impairment and are not reversed in subsequent periods.

Reversal of Impairment Loss:

In some cases, an impairment loss recognized in a prior period may need to be reversed if the recoverable
amount of the financial asset increases due to a change in circumstances. The reversal of impairment loss is
recognized in the income statement as a gain, up to the amount of the original impairment loss.

However, the reversal of impairment loss cannot increase the carrying amount of the asset above the
amount that would have been determined if no impairment loss had been recognized. This ensures that the
carrying amount of the asset does not exceed its recoverable amount.

Challenges in Impairment of Financial Instruments:

One of the main challenges in the impairment of financial instruments is the subjective nature of
impairment assessments. Companies must exercise judgment in determining whether there are indicators of
impairment, estimating the recoverable amount of assets, and assessing the need for impairment losses.

Another challenge is the complexity of impairment models and methodologies. Companies must use
appropriate valuation techniques, consider various factors that may impact recoverable amounts, and
comply with accounting standards when conducting impairment tests.

Additionally, changes in economic conditions, market volatility, and unexpected events can make it difficult
to predict future cash flows and assess the recoverable amount of financial assets accurately.

In conclusion, the impairment of financial instruments is a critical aspect of financial reporting that requires
companies to assess the value of their assets and recognize impairments when necessary. By understanding
the indicators of impairment, conducting impairment tests, determining recoverable amounts, and
recognizing impairment losses, companies can ensure their financial statements accurately reflect the value
of their financial instruments.
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