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Goodwill and Impairments

Goodwill arises on the acquisition of a business and is created when the amount an acquiring
entity (i.e. Parent company) pays for their share, or all of, a target business (i.e. subsidiary
company) that is greater than the target’s business identifiable net assets measured at fair
value.

Goodwill is recorded as an intangible asset in the consolidated financial statements.

The principles in measuring goodwill are outlined in IFRS 3 Business Combinations.

A brief summary of the goodwill calculation applying IFRS 3 is shown below.

Consideration transferred May include:
- Cash
- Deferred cash (may require discounting)
- Contingent consideration
- Equity instruments

Add non-controlling interest (NCI) Measured at fair value (FV) or the proportionate
share of the identifiable net assets of the acquiree

Less FV of the identifiable net assets May include:
acquired - Tangible and intangible assets
- Liabilities
- Intangible assets not recognised on
acquirees balance sheet (e.g. brands,
customer contracts, customer relationships)
- FVadjustments
- Any contingent liability, measure at FV
- Anydeferred tax implications on
adjustments

= GOODWILL

The subsequent accounting for goodwill under IFRS involves impairment testing. Applying the
principles in IAS 36 Impairment of Assets, goodwill acquired in a business combination shall be
tested for impairment annually.

Where less than 100% of the share capital of an acquiree is acquired, non-controlling interests
(NCI) will be measured and recognised. Depending on the measurement of NCI in the goodwill
calculation, it will result in goodwill recognised in the consolidated statement of financial
position as “full” goodwill, or “partial” goodwill.

Where NCI has been measured at FV, this is referred to as “full” goodwill and is deemed to
include both the parent company's and the NClI's share of the goodwill in the subsidiary
acquired.

Where NCI is measured as the percentage share of the identifiable net assets acquired, this is
the partial goodwill method and recognises only the parent company's share of the goodwill in
the financial statements.



For impairment purposes, under the partial method, a notional gross-up of the entity's goodwill
balance is required to ensure the carrying value of the CGU includes any goodwill attributable to
the NCI. This grossed-up amount is then compared to the recoverable amount of the CGU and
any impairment loss calculated. The impairment loss shall then be allocated on percentage
ownership basis to the parent company and the NCI accordingly, therefore only the parent
company’s share of the impairment is recognised in the consolidated profit or loss.

Under the full goodwill method, there is no grossing up required because the goodwill figure
captures the goodwill that is attributable to the parent company and the NCI.

Impairment of goodwill

The underlying principle of IAS 36 is that assets, including goodwill, should be carried on the
balance sheet at an amount that does not exceed their recoverable amount. The recoverable
amount is referred to as the higher of the fair value less costs of disposal (FVLCD) and its value
in use (VIU).

IAS 36 considers impairment testing at asset level, where an asset generates largely
independent cash flows, and the recoverable amount can be estimated reliably. In the case of
goodwill, this asset does not generate independent cash flows and therefore shall be allocated
to a cash-generating unit (CGU), or group of CGUs from the acquisition date.

Cash- generating unit:

A cash-generating unit is the smallest identifiable group of assets that generates
cash flows that are largely independent of cash inflows from other assets or groups
of assets

An entity will need to identify its CGUs and shall consider the lowest aggregation of assets that
generate largely independent cash flows. An entity may look internally on how management
monitor the business; however, this method does not always relate to the identification of an
entity’s CGUs. IAS 36 outlines, where an active market exists for the output that is produced by
an asset or group of assets, it must be identified as a CGU. Where this is not the case,
judgement is required in identifying CGUs. Considerations may include a product line, a plant, a
business operation, or a geographical area.

In the hospitality and retail sector, each outlet, store, hotel etc, may be considered a separate
CGU as they generate independent cash flows, regardless of how management monitor
performance, e.g. on a regional basis. An entity must meet the criteria for a CGU.

It is important CGUs are identified consistently from period to period and any change needs to
be justified and subsequently disclosed in the financial statements.

Measuring the carrying value of a CGU
The carrying value of a CGU shall include the carrying values of the:

- directly attributable tangible and intangible assets



- any allocated corporate assets, using a reasonable allocation approach
- any allocated goodwill, using a reasonable allocation approach
- any liabilities, if the CGU cannot be determined without this liability
o Thisisrare, however entities should consider the impact, if any, of right-of-use
assets and corresponding lease liabilities in the CGU measurement
- Networking capital
o Entities may choose to include this.

This measurement and inclusion of the relevant assets must be consistent year on year.
Allocating goodwill to a CGU

As mentioned above, goodwill does not generate independent cash flows and shall be allocated
to an acquirer’s CGUs. The allocation should be to those CGUs that are expected to benefit
from the synergies of the combination. It should therefore best reflect the way an entity
manages it operations with which goodwill is associated to.

IAS 36 initially refers to how management monitor goodwill for internal purposes and using this
to allocate goodwill to the CGUs. This should represent the lowest level at which goodwill is
monitored and it should not be larger than an operating segment as defined in IFRS 8 Operating
Segments. Goodwill may often contribute to the cash inflows of several CGUs and cannot be
allocated to individual CGUs and therefore shall be allocated to a group of CGUs, or at entity
level.

Corporate assets

Like goodwill, corporate assets are considered not to generate separate cash inflows and
therefore shall be allocated on a reasonable basis to the relevant CGUs.

A common example of corporate asset is a headquarters office. Others include a research
centre or a data processing equipment.

Measuring the recoverable amount

The recoverable amount is the higher of the fair value less costs of disposal and the
value in use

For many assets/CGUs the VIU is likely to be higher than the FVLCD, and even in some cases, it
may not be possible to measure the FVLCD reliably and therefore VIU shall be used as the
measurement basis.

Calculating value In use

IAS 36 defines VIU as “the present value of the future cash flows expected to be derived from an
asset or cash-generating unit” This is estimated by identifying the future cash inflows and cash
outflows from the continued use of the asset/CGU and its ultimate disposal, multiplied by an
appropriate discount rate for those cash flows.



The cash flows forecasts shall:

- Reflect an estimate of the future cash flows the entity expects to derive from the
asset/CGU that are based on reasonable and supportable assumptions that represent
management’s best estimate of the range of economic conditions that will exist over the
remaining useful life of the asset/CGU

- Bebased on the most recent management approved budgets or forecasts

- Exclude effects of any future restructurings or from improving or enhancing the
asset/CGU’s performance

- Exclude income tax cash flows and cash flows from financing activities

- Cover a maximum period of five years, unless a longer period is justified

- Adopt a growth rate that does not exceed the long-term average growth rate for the
products, industries, or country or countries in which the entity operates, unless a
higher rate can be justified.

Where there are foreign currency future cash flows, the cash flows are estimated in the currency
in which they will be generated and then discounted using a discount rate appropriate for that
currency. The present value is translated using the spot exchange rate at the date of the VIU
calculation.

In the current environment factoring in climate change, for example effects on regulation,
technology advancements and consumer trends should be taken into account when preparing
business models for the VIU assessment.

Discount rate

The discount rate shall be a pre-tax rate that reflects the current market assessments of the
time value of money and the risks specific to the asset/CGU for which the future cash flow
estimates have not been adjusted.

The rate may be estimated from the rate implicit in current market transactions for similar
assets or from the weighted average cost of capital of a listed entity that has a single asset (or a
portfolio of assets) similar in terms of service potential and risks to the asset/CGU under review.

To avoid double accounting, the discount rate shall not include risks that have already been
adjusted for in deriving the estimation of future cash flows.

Often an entity may use a weighted average cost of capital (WACC) or an incremental borrowing
rate or other market borrowing rates as a starting point and adjust for any specific risks, for
example, country risk, currency risk and price risk.

The use of the pre-tax discount rate is prescribed in the IAS. However, often seen in practice is
the post-tax discount rate used in the VIU calculation. In theory, the use of post-tax discount
rates applied to post-tax cash flows may provide the same outcome as using pre-tax figures it is
worth being mindful of complexities that may arise.

In March 2024 an exposure draft was published by the IASB proposing some flexibility on the
use of pre-tax and post-tax discount rates. This is available on www.ifrs.org


http://www.ifrs.org/

There is likely to be plenty of judgement and estimation involved in the VIU calculation and care
should be taken when preparing or auditing it, considering the inputs, the assumptions used
and any supportable evidence available.

The fair value measurement applies the definition and principles of fair value in IFRS 13 Fair
Value Measurement - “the price that would be received to sell and asset or paid to transfer a
liability in an orderly transition between market participants at the measurement date.”

The best evidence of fair value is a price in a binding sale agreement in an arm’s length
transaction or a market price in an active market. If there is no binding sale agreement or active
market for an asset, consider the best information available, which may be recent transactions
in a similar market, or a valuation technique.

The estimated costs of disposal are incremental costs directly attributable to the disposal of an
asset or cash-generating unit, excluding finance costs and income tax expense. Examples may
include, legal costs, certain transaction taxes or costs of removing an asset. These shall be
deducted from the FV measurement.

In certain circumstances the most recent detailed calculation made in a preceding period of the
recoverable amount of a CGU to which goodwill has been allocated may be used in the
impairment test of that CGU in the current period, only if it meets all of the following criteria:

a) the assets and liabilities making up the unit have not changed significantly since the
most recent recoverable amount calculation

b) the most recent recoverable amount calculation resulted in an amount that exceeded
the carrying amount of the unit by a substantial margin; and

c) based on an analysis of events that have occurred and circumstances that have changed
since the most recent recoverable amount calculation, the likelihood that a current
recoverable amount determination would be less than the current carrying amount of the
unit is remote.

» Where goodwill has been allocated to a CGU, that CGU shall be tested for
impairment annually.

» Where goodwill has not been allocated to a CGU, the CGU shall be tested for
impairment when there is an indication of impairment.

The timing of the impairment test can be at any point during the year but must be performed at
the same time every year. If an acquisition occurred in the current financial year an impairment
test shall be performed before the end of the financial year. Impairment tests are often
performed near to the year end for financial reporting purposes, to ensure they provide a true
and fair view.



Where there is evidence of an impairment of an identified asset within a CGU, it shall test the
asset for impairment first, recognising any impairment loss, before testing the CGU for
impairment. The same applies for an individual CGU being impaired within a group of CGUs.

Indicators of impairment may include a decline in trading, decline in market value,
obsolescence, damage, changes in legal environment etc.

If the recoverable amount of the CGU is less than the carrying value of the CGU, an impairment
loss shall be recognised. The loss shall be allocated to the assets in the CGU in the following
order:
1) Against goodwill
2) Then, to the other assets on a pro rata basis of the carrying amount of each asset in the
CGU.

The allocation of the impairment loss shall not reduce the carrying value of an asset below the
highest of:

a) lIts fair value less costs of disposal (if measurable)

b) Itsvaluein use (if determinable)

c) Zero

If it is not practicable to estimate the recoverable amount of each individual asset, then IAS 36
refers to an arbitrary allocation of the impairment loss.

The corresponding debit entry shall be recognised in the profit or loss, unless it relates to a
revalued asset, in which case the debit entry shall be recognised in Other Comprehensive
Income (OCI).

If there is evidence to support the increase in the recoverable amount of a CGU, thereby
indicating an impairment loss previously recognised may no longer exist, for example the
increase in value, a significant change with a favourable effect, or improvements in economic
performance, a reversal of a previously recognised impairment loss may be required.

The reversal of an impairment loss shall be allocated to the assets in the CGU, except for
goodwill, on a pro rata basis. Any impairment loss recognised against goodwill cannot be
reversed.

The reversal against other assets in the CGU shall not increase the asset’s carrying value above
the lower of its recoverable amount and the carrying value it would have been measured at, had
no impairment loss in previous periods been recognised.

It is important the disclosures provide useful information to the users regarding the
circumstances that led to the impairment and the amount of impairment losses and/or
reversals recognised in the profit or loss and OCI.



IAS 36 requires a description of the CGUs and whether there have been any changes in the
aggregation of assets that make up a CGU. Also details of the recoverable amounts for CGUs
and how they have been measured.

For those CGUs including goodwill, where the recoverable amount was measured using VIU,
disclosures include:

e the carrying value of goodwill allocated to the CGU

e each key assumption on which management has based its cash flow projections and
their approach in determining the key assumption

o the period for the projected cash flows and when it is greater than five years,
justification of the longer period

e the growth rate used to extrapolate the cash flows

e thediscountrate applied.

There are similar disclosures where the FVLCD measurement has been used.

Furthermore, for those CGUs whose recoverable amount was measured using the FVLCD,
details regarding the level of measurement within the fair value hierarchy in IFRS 13. If
categorised within level 2 and 3, a description of the valuation technique and the key
assumptions used.

IAS 1 is also relevant as it requires entities to disclose key sources of estimation uncertainty and
judgement and measuring recoverable amounts may fall within this requirement.

Please refer to the relevant standards for a complete list of the disclosure requirements.

There are many similarities between IFRS and FRS 102. However, some of the key differences
are shown below:

- Acquisition costs that are directly attributable to the acquisition are included in the
goodwill calculation

- Thereis no choice on measuring NCI at fair value. The proportion of the identifiable net
assets are included in the goodwill calculation, thereby measuring NCI using the
proportionate method only

- Goodwill is amortised over its UEL. If the UEL cannot be determined reliably, the
maximum period is 10 years

- Goodwill is tested for impairment when there is an indication of impairment

- Recoverable amount refers to fair value less costs to sell, however principles are the
same.

This training material is designed for the information of users. Every effort has been made to ensure that at the time of preparation the information
contained is accurate. Information within this training course is not designed to address a particular circumstance, individual, or entity, nor is it
intended to be a substitute for detailed research or the exercise of professional judgement. No responsibility for loss, however arising, to any person
acting or refraining from acting as a result of any material in this publication will be accepted by Clare Jones.
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