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WHAT IS GOODWILL?

I



OVERVIEW OF GOODWILL TREATMENT

Calculate and recognise goodwill for subsidiary acquisitions

On consolidation

FRS 102 — amortise over
UEL & test for impairment
when impairment indication

Allocate goodwill to a CGU IFRS - Test for annual
where appropriate Impairment




IFRS 3 — GOODWILL CALCULATION
.| £

Consideration Cash, deferred cash consideration, equity X
transferred Instruments, contingent consideration

Add non-controlling Measure at fair value or % of net assets X
interest acquired

L ess fair value of  Include intangible assets not on

identifiable net assets acquired balance sheet (e.g. customer

contracts, brands etc)

* Recognise and measure any
contingent liabilities of acquiree at FV

» Deferred tax implications on FV (X)
adjustments

Goodwill X

acquired



ILLUSTRATION

* Pound acquires 75% of the shares of Sterling

 The consideration included cash of £10m, and a further cash
payment of £2m in 1 year time.

At the acquisition date Sterling had net assets of £9m. A
property was valued at £1.2m higher than its balance sheet
value and customer contracts were measured at £100k

* Pound measures NCI using the proportionate method
» Tax rate 25% (for PPE only)



SUGGESTED SOLUTION

£m £m
Consideration transferred
- Cash 10
- Deferred cash 1 11
Add NCI - Measured at % of NA acquired (£10 x 25%) 2.5
Less FV of NA acquired
- Per balance sheet 9
- PPE FV increase 1.2
- Intangible assets (customer contracts) 0.1
- Deferred tax on FV adjustment (25% x 1.2m) (0.3) (10)
GOODWILL 3.5




@ IMPAIRMENT OF GOODWILL

Allocating goodwill to
a CGU

Measuring the
recoverable amount

Recognising an
impairment loss




OVERVIEW OF IMPAIRMENT OF GOODWILL

Allocating
|dentifying goodwill to

Measuring
the

Allocating
an

recoverable
amount

CGUs acquirers
CGU

Impairment
loss




WHAT TO TEST?

Does the asset
generate largely
independent cash

flows?

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



IDENTIFYING CGUS

* Where there is an active market for the output produced
by the asset or group of assets

 Other considerations:
* |s there a product line or a plant?
« How are business units reported internally?

* |s geographical location a factor in the business and separately
identifiable cash flows?

Judgement

* CGUs shall be identified consistently from period to
period for the same asset or types of assets, unless a
change is justified



ACQUISITIONS

In 2019 Coca Cola acquired Costa coffee

« Recognised approx. $2.5bn of goodwill

»What would you consider to be costa
coffee CGUs?




TESCO PLC EXTRACTS

Impairment methodology

Cash-generating units

The Group treats each store as a separate cash-generating unit for impairment testing of other intangible assets, property, plant and equipment,
right of use assets and investment property. The Group allocates goodwill to groups of cash-generating units, where each country represents a
group of cash-generating units for the Group’s retail operations, as this represents the lowest level at which goodwill is monitored by
management. Tesco Bank represents a separate cash-generating unit.



CARRYING VALUE OF CGU

)
S

Directly attributable tangible and intangible assets

Allocated corporate assets (e.g. head office)

Allocated goodwill

-+
+
+

Any liabilities if the CGU cannot be determined without this

lilability (often none



ALLOCATING GOODWILL TO CGUS

Goodwill is allocated to the acquirer’s
CGUs that are expected to benefit from
the synergies of the combination

It may not always be possible to

allocate goodwill to an individual

CGU and therefore may need to
allocate to group of CGUs

These CGUs may be those of the
acquired entity and/or pre-existing
CGUs of the acquiring entity




CORPORATE ASSETS

* Assets that contribute to the future
cash flows of more than one CGU

- Examples include assets such as a
headquarters building, electronic data
processing equipment or a research
centre

* Allocated to CGUs on a reasonable
and consistent basis




IMPAIRMENT PRINCIPLES

Compare CV

to

Recoverable amount (RA)

Higher of

Fair value less :
Value In use

(VIU)

costs of
disposal




CALCULATING VALUE IN USE

* Value in use = the present value of the future cash flows
expected to be derived from an asset or CGU

Estimate future cash
Inflows & outflows Apply an appropriate

from the use and discount rate to
ultimate disposal of those cash flows
the asset/CGU




FUTURE CASH FLOWS

Cash flow projections should:

* be based on reasonable and supportable assumptions

* be based on the most recent approved budgets/forecasts, which should
cover a maximum period of five years unless a longer period can be
justified

 exclude the effects of any future restructuring to which the entity is not
yet committed

 exclude the effects of improving or enhancing the asset’s performance

« Exclude income tax cash flows and financing activities cash flows



DISCOUNT RATES

The discount rate should be a pre-tax rate reflecting current
market assessments of the time value of money and risks

specific to the asset for which the future cash flow estimates
have not been adjusted

The weighted average cost of
capital of a listed entity that
has an asset similar to the

asset under review

The rate implicit in current
market transactions for similar
assets



DISCOUNT RATES

[ L = A1

Thematic Review:

May 2022

Discount rates for value-in-use

Paragraph 55 of IAS 36 requires the discount rate for a VIU measurement to be a
pre-tax rate that reflects the current market assessments of both the time value of
money and the risks specific to the asset which have not been reflected in the cash
flows.

However, in theory, both approaches give the same result, which is a post-tax figure.
Either applying a higher pre-tax rate to the higher pre-tax cash flows or applying a
lower post-tax discount rate to the lower post-tax cash flows will give the same
result. This is illustrated in the table below:

Pre-tax cash flows Post-tax cash flows

Pre-tax rate Post-tax measurement Double counting of tax effect

Post-tax rate Pre-tax measurement Post-tax measurement

The IASB'’s research on discount rates found that many companies use weighted
average cost of capital (WACC) as a starting point for determining the discount rate
for VIU, which is usually a post-tax rate. Therefore to comply with the standard the
post-tax rate must be converted to a pre-tax rate.

Simply dividing the post-tax rate by (1 minus the tax rate) may work in simple
scenarios, however, the Basis for Conclusions' on IAS 36 explains that a simple
grossing-up of a post-tax rate by the standard rate of tax in order to arrive at a pre-
tax rate is not always correct. This is because complications may arise if not all cash
flows are taxed at the same rate or if cash flows do not occur evenly over time.

Better disclosures from companies using post-tax rates explained why post-
tax discount rates were used and provided the equivalent pre-tax discount
rates to meet the disclosure requirements of the standard.



BASIC VIU ILLUSTRATIVE EXAMPLE

I K

Cash in flows

Growth rate 5% 6%
X X

Cash outflows (X) () (X) (X) (X) (X)
Net cash flows X X X X X X

Pre-tax discount rate 3% 3%
X X X X X X

Terminal value
Total XX



KEY ASSUMPTIONS AND CONSIDERATIONS

Identification of Inflation impact Growth rate
cash flows
Approved : :

Discount rate




TESCO EXTRACTS

Key assumptions and sensitivity
Key assumptions

For value in use calculations, the key assumptions to which the recoverable amounts are most sensitive are discount rates, long-term growth
rates, future cash flows (incorporating sales volumes, prices and costs) and probabilities assigned to cash flow scenarios. For fair value less costs

of disposal calculations, the key assumption is property fair values.

The discount rates and long-term growth rates for each group of cash-generating units to which goodwill has been allocated are:

UK ROI Tesco Bank
2022 2021 2022 2021 2022 2021
% % % % % %
Pre-tax discount rates 6.4-78 5.9 54 5.4 13.7 12.8
Post-tax discount rates 48-58 4.8 47 47 10.8 10.4
Long-term growth rates 1.9 1.9 1.9 1.9 1.6 1.6

The discount rates and long-term growth rates for the Group’s portfolio of store cash-generating units, aggregated by segment due to the large

number of individually immaterial store cash-generating units, are:

UK & ROI Central Europe
2022 2021 2022 2021
% % % %
Pre-tax discount rates 54-78 54-59 57-1.3 55-8.3
Post-tax discount rates 47-58 A47-48 45-8.8 A44-76
Long-term growth rates 1.9 1.9 20-3.0 20-3.0

Sensitivity

The Group has carried out sensitivity analyses on the reasonably possible changes in key assumptions in the impairment tests for (a) each group

of cash-generating units to which goodwill has been allocated and (b) for its portfolio of store cash-generating units.

(a) With the exception of Tesco Bank goodwill, neither a reasonably possible of 1.0%pt increase in discount rates, a 5% decrease in future
cash flows nor a of 1.0%pt decrease in long-term growth rates would indicate impairment in any group of cash-generating units to which

goodwill has been allocated. Tesco Bank goodwill is not sensitive to a reasonably possible change in long-term growth rates, but is

sensitive to a change in the discount rate and annual equity cash flows. An increase of 1.0%pt in the discount rate or a decrease in annual

equity cash flows of 14.2% would reduce the year-end headroom of £212m to £nil.



TESCO EXTRACTS

Impairment methodology

Cash-generating units

The Group treats each store as a separate cash-generating unit for impairment testing of other intangible assets. property, plant and equipment,
right of use assets and investment property. The Group allocates goodwill to groups of cash-generating units, where each country represents a
group of cash-generating units for the Group’s retail operations, as this represents the lowest level at which goodwill is monitored by
management. Tesco Bank represents a separate cash-generating unit.

The recoverable amount of each store cash-generating unit is the higher of its value in use and its fair value less costs of disposal. The
recoverable amount of a group of cash-generating units to which goodwill has been allocated is determined based on value in use calculations.

Head office and central assets such as distribution centres and associated costs are allocated to store cash-generating units based on level
of use, estimated with reference to sales. Urban fulfilment centres and associated costs that are part of a store are included in the store
cash-generating unit. Standalone customer fulfilment centres and associated costs are each treated as a separate cash-generating unit.

Value in use

Retail

Estimates for value in use calculations include discount rates, long-term growth rates, expected changes to future cash flows, including volumes
and prices, and the probabilities assigned to cash flow scenarios. Estimates are based on past experience and expectations of future changes in

the market, including the prevailing economic climate and global economy, competitor activity, market dynamics, changing customer behaviours,
structural challenges facing retail and the resilience afforded by the Group’s operational scale.

Cash flow projections are based on the Group’s three-year internal forecasts, the results of which are reviewed by the Board. The forecasts are
extrapolated to five years based on management’s expectations, and beyond five years based on estimated long-term average growth rates.
Long-term growth rates for the Retail business are based on inflation forecasts by recognised bodies. Business unit level forecast growth is
allocated to store-level cash-generating unit cash flows based on their relative current year actual sales performance, after adjusting for one-off
cash flows affecting particular stores.



CALCULATING FAIR VALUE LESS COSTS OF DISPOSAL

Fair value less costs of
disposal

Price that would be received to
sell an asset or paid to transfer
a liability in an orderly Less incremental costs directly
transaction between market attributable to the disposal
participants at the
measurement date




I 000
USE OF PREVIOUS YEAR CALCULATION

Previous year's
calculation of RA of CGU
may be used in current
year,

If all criteria below met

No significant change in The previous RA Based on circumstances

assets and liabilities exceeded the CV by a
making up the CGU substantial margin

remote chance of the
current RA being less
than current CV




IMPAIRMENT LOSS RECOGNITION

Recognition Reversal

Allocate impairment loss to CGU:
1) First to goodwill Not permitted against goodwill

2) Then pro rata against
remaining assets

Pro rata amongst assets in
_ CGU, but limited to extent it
1) Charge to profit or loss does not exceed what the CV

2) If relates to a revalued asset, of the asset would have been
then treat as revaluation had there been no initial
decrease (OCI) Impairment

Recognise impairment loss:




TESCO PLC EXTRACTS

Impairment losses and reversals
No impairment of goodwill was recognised in the current year (2022: £nil).

The table below summarises the Group’s pre-tax impairment losses and reversals on other non-current assets, aggregated by segment due to
the large number of individually immaterial store cash-generating units. This includes any losses recognised immediately prior to classifying an
asset or disposal group as held for sale but excludes all impairments post classification as held for sale. There were no impairment losses or
reversals in the year (2022: £nil) with respect to investments in joint ventures and associates and no impairments in other non-current assets in
Tesco Bank (2022: £nil). Allimpairment losses and reversals are classified as adjusting items.

UK & ROI Central Europe Total Net
Impairment Impairment Impairment Impairment Impairment Impairment Impairment
loss reversal loss reversal loss reversal (loss)/reversal
52 weeks ended 25 February 2023 £m £m £m Em £m £m £m
Group balance sheet
Other intangible assets (28) 6 - 1 (28) 7 (21)
Property, plant and equipment (779) 181 (48) 6 (827) 187 (640)
Right of use assets (373) 65 (21) 7 (394) 72 (322)
Investment property (1) 2 - - (1) 2 1
Total impairment (loss)/reversal of other non-current assets (1,181 254 (69) 14 (1,250) 268 (982)
Group income statement
Cost of sales (1,155) 245 (69) 14 (1,224) 259 (965)
Administrative expenses (26) 9 - (26) 9 (17)

Total impairment (loss)/reversal from continuing operations (1,181 254 (69) 14 (1,250) 268 (982)




PROPORTIONATE VS FULL GOODWILL

Proportionate
goodwill
method

Full goodwill
method

NCI measured at NClI's % share of the subsidiary’s identifiable
net assets

Consolidated financial statements only recognise the parent’s
share of goodwill and not the goodwill attributable to NCI
Therefore, the carrying amount of goodwill allocated to the
CGU is grossed up to include notional goodwill attributable to
the NCI

NCI measured at fair value as determined by the directors of
the acquiring company

Consolidated financial statements include all of the goodwill
attributable to the acquired subsidiary



ILLUSTRATION

* P acquired 80% of S. In calculating goodwill, the NCI was
measured using the % share of the identifiable net assets of S

£
Consideration 5,000,000
NCI (20% x 4,000,000) 800,000
FV of Net assets of S (4,000,000) The goodwill was
Goodwil 1,800,000 » allocated across 2 CGUSs:

- CGU 1 -£1,400,000
« CGU 2 - £400,000




GOODWILL

 CGU 2 recoverable amount was measured at|£2,450,000

Unrecognised Recognised Net Total
goodwill Goodwill assets

Carrying values 400,000 2,000,000 ‘2,400,000 \
Notional unrecognised goodwill

relating to NCI (20/80 x 400) 100,000 100,000

2,500,000

Recoverable amount (2,450,000)

Impairment loss 50,000
D

Impairment loss allocation (10,000) (40,000)
~— ™



MAIN DISCLOSURE REQUIREMENTS

* Disclosure by class of assets
« Impairment losses recognised in profit or loss and those recognised in OCI
* Impairment losses reversed in profit or loss and those reversed in OCI

* The events and circumstances that led to the impairment loss
* Description of the CGUs and how measured

* The recoverable amount and how it has been measured

* |If VIU, CV of allocated goodwill, key assumptions, cash flow projection period,
growth rate, and discount rate applied

 |If FVLCD, the level within the FV hierarchy and any key assumptions
* |AS 1 — key sources of estimation uncertainty and judgements
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An overview of the
/ ey differences
netween IFRS and

@ KEY DIFFERENCES TO UK GAAP -RS 102




KEY DIFFERENCES WITH UK GAAP

» Goodwill is subject to amortisation (10 years maximum UEL)

* Goodwill within a CGU Is tested for impairment when there Is
an indication of impairment



What indicators of impairment may arise
In the current economy?




Overview of
/ exposure draft

@ RECENT PUBLICATION




BK:FRS

Accounting

March 2024

Exposure Draft * IFRS 3 improved

Business Combinations—Disclosures, Goodwill d ISCIOSU reS

and Impairment

Proposgd amendments to IFRS 3 and IAS 36 ® IAS 36 pro posaIS to the

Comments to be received by 15 July 2024

VIU calculation including
cash flows and discount
rates and the allocation of
goodwill to CGUs

* Feedback by 15 July 2024

International Accounting Standards Board IASB/ED/2024/1



IFRS 3 PROPOSALS

Information
about the

performance of
an acquisition

ldentifying a
strategic
business

combination

Exemptions

Quantitative information about the synergies (e.g. costs,
revenues) expected to arise from the acquisition

An entity’s acquisition date key objectives and related
targets for strategic business combinations and the
extent to which they are net in future periods

New guidance, including 10% measurements of
operating profit and revenue of acquiree in consolidated
financial statements

Additional disclosures for such acquisitions

If information is seriously prejudicial, however must
describe the specific reason for this



IAS 36 PROPOSALS

VIU cash
flows

Discount
rate

Allocation
of goodwill
to CGUs

Permitting cash flows arising from a future restructuring, improving
or enhancing an asset’s performance

Remove requirement to use pre-tax cash flows and pre-tax
discount rate and replace with internally consistent assumptions
for deterring cash flows and discount rates

Disclosure required on whether post-tax or pre-tax discount rate
used

Allocate to the lowest level at which the business associated with
the goodwill is monitored for internal management purposes

ldentifying CGUs expected to benefit from the synergies of the
combination




Financial Reporting Council

Business Combinations




 An understanding of the
impairment principles of a
WRAP UP CGU with goodwill
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