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Introduction




Objectives

To set out the requirements of impairment testing under IAS 36

To understand how the requirements of IAS 36 apply in practice

To answer any questions you may have
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Introduction

Jurisdictions and entities around the world continue to be affected by the slower than expected
economic recovery and the difficult markets in general, as well as having to cope with the additional
challenges posed by the sovereign debt issues in Europe, including government austerity programmes

We therefore expect that assessments related to future expectations will continue to challenge management,
those charged with governance and auditors. Significant judgements and accounting estimates will be critical,
including:

) Impairments (financial and non-financial);

) Valuations;

) Liquidity and the going concern assumption; and
) The quality and adequacy of the related disclosures.

IAS 36 Impairment of Assets sets out the procedures that entities must apply to ensure that their assets are
carried at no more than the amounts expected to be recovered through the use or sale of the assets

Although the main principles of IAS 36 are very clear, the practical application of IAS 36 has always
been challenging and problems have been brought into focus during the recent economic uncertainty
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Background
to impairment
testing




Scope of IAS 36

IAS 36 paragraph 2 states that:

m This Standard shall be applied in accounting for the impairment of all assets, other than:

a)inventories (see IAS 2 Inventories)

b)assets arising from construction contracts (see IAS 11 Construction Contracts)

d)assets arising from employee benefits (see IAS 19 Employee Benefits)

)
c)deferred tax assets (see IAS 12 Income Taxes)
)
e)financial assets that are within the scope of IAS 39 Financial Instruments: Recognition and Measurement

) investment property that is measured at fair value (see IAS 40 Investment Property)

g)biological assets related to agricultural activity that are measured at fair value less estimated point-of-sale
costs (see IAS 41 agriculture)

h)deferred acquisition costs, and intangible assets, arising from an insurer’s contractual rights under
insurance contracts within the scope of IFRS 4 insurance Contracts (actuarial teams can provide advice in
this area)

1) non-current assets (or disposal groups) classified as held for sale in accordance with IFRS 5 Non-current
Assets Held for Sale and Discontinued Operations
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Definitions

Cash
Generating
Unit (CGU)

@ >
Carrying
amount

Recoverable
amount (RA)

less costs to
sell

(FVLCTS)

Value in use
(VIU)

N 4

“The smallest identifiable group of assets that generates cash inflows that are
largely independent of the cash inflows from other assets or groups of assets”

“The amount at which an asset is recognised after deducting any accumulated
depreciation (amortisation) and accumulated impairment losses thereon”

“The recoverable amount of an asset or cash-generating unit is the higher of its fair
value less costs to sell and its value in use”

“The amount obtainable from the sale of an asset or cash-generating unit in an
arm’s length transaction between knowledgeable, willing parties, less the costs of
disposal”

“The present value of the future cash flows expected to be derived from an asset or
cash-generating unit”
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Determination of CGUs

Important that CGUs reflect how Management sees the business
(e.g. on a business line basis)

Each reporting segment typically has different
value drivers and different risk profiles

Each CGU should be valued using different assumptions (in terms
of growth rates, margins, long term growth rates and discount rates)
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When impairment testing is performed

At each reporting date when there is an indication of possible impairment
(i.e. a triggering event)

the obsolescence or physical
damage of an asset

Obsolescence

cash flows for acquiring,
operating or maintaining asset
significantly above budgeted

Acquisition

a significant and unexpected
decline in market value

Market value

increase in market interest rates
that will increase the discount
rate used to determine VIU

Interest rates

net cash flows or operating
profits are lower than budgeted
or result in net outflows / losses

Market

AR the CA of an entity’s net assets
capitalisation

exceeds market capitalisation

significant changes in expected
use of asset that will have an
adverse effect on an entity

Adverse

changes

indications that the
performance of an asset is or
will be worse than expected

Performance

Annually for certain intangible assets
(not necessarily at financial year end)

Assets with an indefinite useful
life

CGUs to which goodwill has
been allocated

WCIELER AN ntangible assets not available

for use

use

If performed at an interim period
in the financial year, may need to
retest at year end if indicators of
impairment arise after the
impairment testing date
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Overview of impairment testing process

Impairment testing process

Annual test I.ndlcalltlon of
Impairment

g \

Estimate

RA

i i

Accept CA Recognise loss

when testing goodwill

Firstly i lThen
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Recoverable
amount




Measuring RA

IAS 36 paragraph 18: RA is the higher of FVLCTS and VIU of an asset or CGU

Estimate

RA

v | v
FVLCTS VIU

IAS 36 paragraph 19: Not always necessary to determine both an asset’'s FVLCTS
and its VIU; if either of these are greater than CA then the asset is not impaired

IAS 36 paragraph 20: It may be possible to determine FVLCTS even if an asset is
not traded in an active market. If no reliable estimate is obtainable the entity may use
VIU as its RA expected to be derived from an asset or CGU

IAS 36 paragraph 21: For assets held for disposal, an asset’s VIU will not materially
exceed its FVLCTS, as VIU will mainly consist of the net disposal proceeds
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Carry forward of RA

IAS 36 permits the most recent detailed calculation made in a preceding period of the RA
of a CGU to be used in the impairment test for that unit (group of units) in the current
period, provided that:

The assets and liabilities making up that CGU have not changed
significantly since the most recent RA calculation

The most recent RA calculation resulted in an amount that
exceeded the asset’s CA by a substantial margin

Based on an analysis of events that have occurred and
circumstances that have changed since the most recent RA
calculation, the likelihood that a current RA determination would be
less than the asset’s CAis remote
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FVLCTS




FVLCTS

IAS 36: “The amount obtainable from the sale of an asset or cash-generating unit in an arm’s
length transaction between knowledgeable, willing parties, less the costs of disposal”

Hierarchy of fair value:

Paragraph 25: a binding sales agreement
‘Arm’s length transaction, adjusted for incremental costs attributable to disposal’

Paragraph 26: asset’s market price less cost of disposal
‘Current bid price or if unavailable the price of the most recent transaction

J

Paragraph 27: best information available to reflect amount obtainable

‘In an arm’s length transaction between knowledgeable and wiling
parties after deducting cost of disposal’
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FVLCTS: observable market prices vs fair value

However, observable market prices are often difficult to translate into fair value

Market approach

Determination of multiples Determination of multiples What about
based on comparable based on comparable analyst
transactions companies estimations?
Do buyer
specific ;
_synergies i Consider

|

| premium is

| appropriate
|
|
|
|
|
|
|
|
|
|
|
|
|

Historic ‘——  Salesor i Sales or ‘7—’ Enterprise
Transacton % EBIT | EBIT .- Value
Price T, o
Multiple
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FVLCTS: DCF approach

Entities may consider estimating FVLCTS using a DCF approach

= Is common valuation practice in the industry

m Cash flows are only those that a market participant would take into
Can only use DCF : : :
if: account when assessing fair value (both in regards to type and
' amount of cash flow)

= A market participant discount rate is applied

= The entity does not necessarily have to take account of the restrictions built into a VIU
calculation (e.g. regarding what cash flows can be included)

= More weight must be given to market evidence rather than management’s judgement

= Management must demonstrate it has correctly estimated the extent to which a market
participant would take any given factor / assumption into account

Key issue is whether the resulting FVLCTS is a reliable estimate of the amount at which
the asset could be sold to a third party. If it is not possible to obtain reliable evidence
regarding the assumptions and techniques a market participant would use, it would be
difficult to conclude that FVLCTS could be estimated with sufficient reliability
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FVLCTS: costs to sell

Legal costs

Stamp duty and similar transaction taxes

Costs of removing the asset(s)

Direct incremental costs to bring the asset(s) into condition for sale
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Estimating VIU

Steps involved in estimating VIU

Estimating the future
cash inflows and outflows
to be derived from

continuing use of the
asset and from its
ultimate disposal

IAS 36 paragraph 30 states that the following should be
reflected in an asset’s VIU

a) an estimate of the future cash flows the entity expects to
derive from the asset

b) expectations about possible variations in the amount or

timing of those future cash flows . .
Can be reflected either as adjustments to the

c) the time value of money, represented by the current future cash flows or as adjustments to the
market risk-free rate of interest discount rate (through an additional business

d) the price for bearing the uncertainty inherent in the asset specific risk premium, or “alpha factor”)

e) other factors, such as illiquidity, that market participants
would reflect in pricing the future cash flows the entity
expects to derive from the asset
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Future cash flows

Excludes future Best estimate

Key considerations

ructur ; S, m Assumptions must be reasonable and
restructurings no
yet committed to  conditions that will supportable
o ehifiziesnzni: f - s lis o m Cash flows must be for the continuing use
of assets the asset o .
of that asset in its current condition
oo R bl . .
Justifiable ea:ﬁga © m Cash flows relating to restructurings or
long term supportable enhancements that are not committed to
rowth :
: assumptions should be excluded (e.g. future M&A
Future cash flows activity, expanding product range or
for VIU geographical coverage)
Cash flows Most recednt 1 Capex _is includeq to the e>§tent it
pre-financing ?)%%mgti/ maintains operating capacity —
and pre-tax foregasts expenditure to enhance performance (and
resulting improved cash flows) are
. excluded
“s:;(ig?ju(;? Greater weight
5 years, unless given to m Cash flows should include corporate
longer can be SROEL assets/fixed overheads where these can
A evidence
justified be reasonably allocated across CGUs
m Be consistent — if nominal cash flows,
then use nominal discount rate
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Future cash flows: questions to consider

How do the forecasts compare to those used in previous tests and at acquisition?
Has an appropriate tax rate been used?
Do the overall cash flows and terminal growth assumptions make sense?
How do actual results compare to budget?
Have the forecasts been risk adjusted?
What FX assumptions have been made?
Are there any unusual / unexpected fluctuations or adjustments in the cash flows?
Has transfer pricing been appropriately dealt with?

What is driving expected growth, and is this reasonable?
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Restructurings and enhancements

Unless the entity can provide for restructuring costs under IAS 37, the related cash flows cannot be
included in the impairment test

Similarly, effects of improving an asset’s performance cannot be included until the respective cash
outflows have been incurred

May result in impairment loss in the current period and, in the subsequent period, in a further cost
related to the restructuring / enhancement

= Asset impairments need to be reversed if the economic circumstances change
(e.g. due to restructuring). Therefore, the impairment loss is reversed

= However, goodwill impairment can never be reversed under IAS 36.
Therefore, both impairment loss and restructuring costs are recognised by the
entity (despite being the result of the same economic event)

Efficiency improvements may be included in VIU cash flows - are different from enhancements and
are a normal part of any business
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Foreign currency cash flows

Considerations

Functional currency

“Future cash flows are
estimated in the currency in
which they will be generated”

Some CGUs may generate cash
flows in a number of different
territories, depending on the level
at which the CGU has been set
i.e. operating segment or
individual entity level

Consider the use of blended
cash flows and blended

Appropriate discount
rate for each CGU

Foreign currency cash flows
should be “discounted using a
discount rate appropriate for

that currency”

This should reflect the currency

and country specific risks (e.g.

inflationary, political) associated
with the specific CGU

Calculation of RA and
comparison to CA

RA should be calculated in the
functional currency of the CGU,
and then converted to the
reporting currency “using the
spot exchange rate at the date
of the VIU calculation”

discount rate Use local UK/US/EU bond
government bond yield + country
yields risk premium
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VIU reasonableness check

Future cash flows and discount rate estimates are inherently uncertain
Therefore, reasonableness testing of VIU results is especially important

Comparing the implied earnings Comparing the sum of VIU
multiples for the subject CGU Cross c_heCK Cross check calculations for all CGUs within the
resulting from the VIU calculation to to multiples to market cap subject company to the sum of the
multiples from selected comparable market capitalisation and net debt
quoted companies and comparable (i.e. EV) for the subject company as
fransactions peer group of the impairment test date

Difference in
CoCo multiple analysis forecasts?

EV/EBITDA
Company LFY-1 LFY LFY+1 Reasonable? ViU
CoCo 1 8.3x 8.0x 5.9x Market
CoCo 2 11.8x 10.5x  8.9x cap
CoCo 3 13.0x 9.8x 8.0x
CoCo 4 13.3x  9.8x 8.1x
CoCo 5 13.1x 12.8x 11.3x : »
Mean 11.9x 10.2x  8.4x Conclusion ﬁglg;t:;)r?:; e
Median 13.0x  9.8x 8.4x by market?
Subject company | 13.5x 11.6x 9.7x :
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member firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.






Pre-tax vs post-tax

= Requires VIU to be determined using pre-tax cash flows and a pre-tax discount rate

» WACC is estimated on a post-tax basis, therefore it is more common to use post-tax
cash flows and a post-tax discount rate

= Discounting post-tax cash flows at a post-tax rate and discounting pre-tax cash
flows at a pre-tax discount rate should give the same result

= Starting point should be post-tax cash flows discounted at post-tax discount rates

= The implied pre-tax discount rate can then be estimated for IAS 36 disclosure
purposes by ‘back-solving’ using pre-tax cash flows and the value implied by the
post-tax VIU

The correct pre-tax discount rate is in general not equal to the post-tax discount rate grossed up by a
standard tax rate
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Taxation: a worked example

Various allowable deductions impact Brought
effective tax rate forward tax
losses are
Effective tax rate not included
2013 2014 2015 2016 2017 v, | accfg‘r‘"ted
Statutory tax rate 35.0% 35.0% 35.0% 350% 350% 35.0% separately
,"Amon‘isation benefit (17.9%) (12.5%) (12.2%) (9.6%) (5.0%) -.‘, under IAS 12
\ |Effective tax rate 17.1%  22.5% 22.8% 25.4% 30.0% 35.0% |
| e ————————————— P4
VIU on a Post-tax cash flows and discount rate Simply
PgSt'_tax £m 2013 2014 2015 2016 2017 TV grossing up
Rk Pre-tax c/f 50 100 400 500 700 718 the post-tax
Tax @ effective rate 9) (23) 91) (127)  (210)  (251)  WACC by the
Post-tax off 41 78 309 373 490 466 srtaat:d:f"g ;ﬁ}x
. o (]
E:Is.count @ 10% (-_3_& ' 64 232 255 304 3,861 understates
[viv |‘4.)7-5-4'. Value as it
ignores the

Pre-tax cash flows and grossed up discount rate

X

variability in

£m 2013 2014 2015 2016 2017 Tv.  the effective
Pre-tax c/f ,____ 50 100 400 500 700 718 tax rate
Discount @ 15.4%1 ___43. 75 260 282 342 2,723

viu T 13,726 | |
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Taxation: a worked example (cont.)

= The pre-tax discount rate can be implied from ot Wit Pl rums | oos [ Bevee W Goony fast e
the VIU arising from the post-tax cash flows 2l e 3) Beemadens 34 BT | NI o B B &= 2
discounted using a post-tax discount rate e G Tt ™ e W tons | BT e | s vton " i
AN v Lo
= This can be done using the ‘goal seek’ function lzﬁ S i RS =R ! e
in Microsoft Excel a
29 Pre-tax cash flows and discount rate (through iteration)
=  When goal seeking, Microsoft Excel varies the = £m 2013 2014 2015 2016 2017 TV
. . A Pre-tax c/f - 50 100 400 500 700 718
value in one specific cell (here the pre-tax ® Discounted @ | 131%1 _ 44, 78 277 306 319 3670
WACC in cell C5) until a formula that's @ vy AT
dependent on that cell (here the VIU in cell > Soaseck ==
C11) returns the result which is required (VIU o ek ga, [
from the post-tax calculation) » — |
41 ’ oK Cancel
= Inthe example a pre-tax WACC of 13.1% is - l -;ae.;g::,;’ta.::,e(
determined to result in an identical value in use calculation
when discounting pre-tax cash flows instead of
post-tax cash flows Goal seek function in Excel
Data > What-If Analysis 2> Goal Seek
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Other issues: Tax amortisation benefit

= In the previous example, the effective tax rate applied in the terminal period did not include any tax saving
from amortisation, as amortisation would not ordinarily be expected to continue into perpetuity

m Amortisation can however be separately modelled and a TAB added to the value calculated under VIU

Amortisation within CGU
expected to continue until 2022

Tax amortisation benefit 2018 - 2022

£m '__2018 2019 2020 2021 2022 !
Pre-tax off \__718 ___735__ 754 _ 773 _ 792}
Amortisation savings on tax rate :_ 4.0% __30% _ _3.0% __20% __2.0%),
Cash tax saving 29 22 23 15 16
Discounted @ 10% 18 1 11 7 6
Total TAB \__52_}
Added to VIU Would expect a decline Cash flows grown by

calculation when

arriving at RA over time as absolute TV growth rate

amortisation figure
represents a smaller
proportion of total cash
flows (which grow year
on year)
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Discount rates




Discount rate

‘The discount rate is the return that investors would require if they were to choose an investment that would generate
cash flows of amount, timing and risk profile equivalent to those the entity expects to derive from the asset

m Pre-tax discount rate is consistent with pre-tax cash flows, however standard discount rates

Pre-tax rate are usually estimated in post-tax terms

Reflecting current
market assessment of
time value of money

» For the periods until the end of the asset’s useful life, indicated by current market risk-free
rate of interest

Reflecting current
market assessment of
specific risks cash flow
not adjusted for

m Price for bearing uncertainty inherent in the asset and other sometimes unidentifiable
factors (such as business specific or forecasting risks) that a market participant would
reflect

= Starting point might be entity specific weighted average cost of capital (WACC), but must reflect a market participant’s view
of the asset or CGU at the current date i.e. while cash flows are entity specific, the discount rate is not

= In theory the WACC of an entity is the weighted average of all the WACCs of its CGUs

= Discount rate is independent of the entity’s capital structure and the way it financed the purchase of the asset (i.e. should
reflect market capital structure). For example, the entity may have financed acquisition through 100% debt financing, but that
does not necessarily mean you would only use cost of debt!

© 2012 KPMG LLP, a UK limited liability partnership, is a subsidiary of KPMG Europe LLP and a member firm of the KPMG network of independent 32
member firms affiliated with KPMG International Cooperative, a Swiss entity. All rights reserved.



Calculation of the WACC

Weighted Average Cost Debt and equity weighting Corporate tax rate

of Capital = Estimated optimal long-term capital structure = Long term

statutory
corporate tax rate

m Market participant
= Specific to the CGU (not the

m Market participant expectation, not entity specific

Consider:

company as a whole) m Inclusion reflects
I m Comparable companies that interest
= How a market participant might finance an acquisition of the payments are tax
subject business deductible
al ¥ '
WACC = [E/(D+E) x K] + [D/(D+E) x K, x (1-t)] = X%
Cost of Equity (K,) Cost of Debt (K,)
= Typically estimated = Long-term rates incurred at date of valuation for new borrowings
using Capital Asset » Consider:

Pricing Model (CAPM)

= Estimates cost of
equity by adding risk
premiums The corporate spread (based on the credit rating or comparable companies) over a
to the risk-free rate government bond; and

Yield on generic corporate investment grade debt of long-term (i.e. 10-20 year) maturity in
the country where the debt is raised

Subject entity's cost of debt;

Publicly traded debt of comparable companies;
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Estimating the cost of equity

Risk free rate

Market risk premium

= Yield on government bonds in the same currency as cash flows and of = Long-term required return on equities

similar duration

= Empirical studies based on historical

= Should reflect the country specific risks through: data, forward looking models, and
— use of foreign country government bond yield; or SUrveys
~ use of UK/US/EU bond yield and addition of a country risk premium (CRP) = Based on current market conditions

= Based on long term (10 — 30 year) government bonds

in developed nations (e.g. US, UK)

v
—
Ke = Rf + ix (Rm_ Rf) + a
Beta Company specific premium

m Reflects the risk of a particular
sector or industry relative to
the market as a whole

m Long-term view of industry risk
based on listed comparable
companies

m Consider time-period and any
distortions from market
volatility

= Added to the cost of equity when a firm is determined to carry additional risk that may
not be reflected in the beta, i.e. risk that cannot be attributed to market risk, including:

— Size (e.g. Ibbotsons)

Business specific operational / financial

Forecasting

llliquidity

m The discount rate cannot, therefore, be computed independently of the cash flows
(with no consideration to how bullish/bearish the forecasts may be)
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WACC: sources of information

Risk free
rates

Generally consider yields on long-dated government bonds as at impairment testing date. Sources: newspapers
(such as the FT) or data providers such as Bloomberg, DataStream or Reuters

Where cash flows are generated in different territories, consider addition of a CRP

Key current issue is the decline yields on longer-dated government bonds observed in recent years, due to
factors including the fragile economic environment, quantitative easing and a flight to quality

Calculated for individual listed companies using regression analysis against an appropriate share index (e.g. in
UK the FTSE all share index)

Estimated for each asset or CGU by benchmarking beta data from quoted comparable companies. If listed, the
company-specific beta does provide a reference point; however, the beta should be benchmarked against all
market participants

Consideration should be given to the period over which the beta is measured (usually over a two or five year
period in volatile markets)

Observed equity betas for listed comparable companies reflect the capital structure of those specific companies;
therefore observed betas need to be “de-levered”

Sources include Bloomberg, DataStream and London Business School, or can be calculated from first principles

Incremental return that shareholders require from holding risky equities rather than risk-free securities
Based on empirical studies for developed markets like US and UK

Sources — various studies published (with a focus on the US market). Relevant UK studies have been done by
Barclays Capital and Credit Suisse/LBS which indicate a range of 4% to 6%

KPMG in-house view 5%
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WACC: sources of information (cont.)

Debt to
equity
gearing

Cost of
debt

Size premium — source Ibbotson’s SBBI valuation year book

Other company specific and forecast — experience and overall sense check of value

Future gearing is commonly estimated by reference to historical data

Debt to equity gearing can be estimated by reference to historical data for listed comparable companies — care
should be taken over what period of time is considered to ensure market gearing is not distorted by one-off years

Sources: Bloomberg, DataStream, comparable company annual reports

Cost of debt should be based on long term rates, rather than the rates negotiated historically in the debt markets
for existing borrowings

Can also be considered in terms of a margin above the risk-free rate based on credit rating of the subject entity

Can be benchmarked to yields on comparable company listed debt instruments. If no comparable company
information, can reference to yields on composite bonds of a given credit rating (investment grade BBB) as at
the impairment testing date (Source: Bloomberg)

Should reflect the corporation tax rate for the countries the asset or CGU operates in
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WACC: country risk premium

Investing in foreign countries carries additional risk

m Due to increasing correlation of international markets,
these risks cannot readily be diversified and need to
be accounted for separately

Political
risk The KPMG Country Risk Model

m WACC based on a risk free rate and market risk

premium for a developed economy
m CRP is then added to the CAPM
m CRP is derived as follows:

— Observable CRP: average yield spread between
Euro or US Dollar denominated bonds of the local
country and benchmark bonds of Germany and the
US (using equal times to maturity);

— Statistical CRP: based on regression analysis
utilising long-term foreign currency ratings from
rating agencies and CRP data from countries with
observable CRP, transforming the data into a
numeric scale

m Data is updated quarterly
Other sources
m Analysts estimates

m Aswath Damodaran provides monthly estimates
http://pages.stern.nyu.edu/~adamodar/New_Home_ P
age/datafile/ctryprem.htmi
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WACC: blended discount rates

m Cash flows that are generated in multiple countries should be discounted separately using
In theo local currency discount rates and local currency MRPs (through the addition of CRPs) to
i determine VIU, and then translated at the spot rate to determine VIU in the CGU’s

functional currency

= May not be possible because of the granularity of the cash flow forecasts

» Calculate a discount rate (including CRP) for each country, and weight by a suitable
measure in order to estimate a blended discount rate to apply to the total cash flows

Weighted WACC
Cost of
Cost of debt 3
UK risk Alpha Cost of debt (post- Revenue EBIT
Country free rate CRP Beta MRP factor equity (pre-tax) Tax rate tax) D/D+E WACC weighted weighted
UK 4.0% - 1 5.0% 4.0% 13.0% 8.0% 24% 6.1% 20% 11.6% 3.8% 4.8%
Germany 4.0% - 1 5.0% 4.0% 13.0% 8.0% 30% 5.6% 20% 11.5% 2.3% 2.2%
Brazil 4.0% 2.6% 1 5.0% 4.0% 15.6% 8.0% 34% 5.3% 20% 13.5% 4.4% 2.5%
China 4.0% 1.1% 1 5.0% 4.0% 14.1% 8.0% 25% 6.0% 20% 12.5% 0.8% 1.0%
India 4.0% 3.6% 1 5.0% 4.0% 16.6% 8.0% 34% 5.3% 20% 14.3% 1.2% 1.8%
Total  12.5% 12.4%
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Discount periods

m The discount factor is calculated as follows:
1

(1+discount rate)discount period

= In calculating the discount period, KPMG typically uses the mid point of each financial period as the basis of the discount
period, on the assumption that all cash flows accrue evenly over the period. This is summarised in the illustration below

3.75
(discounting TV
to present value)

. . 0.125 0.75
Mid year discount

periods W\

20X0 20X2 20X3 20X4 20X5 TV
Valuatlon

Date
(30 Sep X0)

Full year discount
periods

The Gordon Growth Model gives the TV in present value terms as at the end of the explicit forecast period (i.e. 31
December 20X4 in the above example) and therefore 0.5 should be added to the final discount period. However, the
Gordon Growth Model also assumes that all cash flows to perpetuity are received at the end of the year, and
therefore the TV should be multiplied by (1+WACC)%5 in order to assume mid-year cash flows / discounting, which is
mathematically equivalent to deducting 0.5 from the discount period. This results in the TV discount period being the
same as the discount period assumed in the final year of the explicit forecast period.
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Carrying
amounts




Determination of CGU carrying amounts

“The carrying amount of a CGU shall be determined on a basis consistent with the way the
recoverable amount of the CGU is determined”

Is the total CA of the CGUs net operating assets

Only assets that can be attributed directly, or allocated on a reasonable and consistent basis

Must include all assets that will generate the future cash flows

No financing activities are considered (free cash flow to firm)

Include liabilities that are included in determination of the RA (e.g. trade debtors, environmental
provisions)

For practical reasons allocation is accepted. Working capital has to be considered in cash flow
determination and accordingly in the carrying amount

The recoverable amount should be determined without any consideration of pension costs.
Consequently, pensions must not be considered in the carrying amount. Alternatively, recoverable
amount can be reduced by pensions liability, which correspondingly has to be considered in the
carrying amount

Assets and liabilities in connection with taxes such as deferred tax assets and liabilities and current
tax assets and liabilities are not considered

The goodwill may not include any minority interest. Due to the fact that the recoverable amount
includes minority interest, the carrying amount has to be grossed up

Consistency between CGU carrying amount and basis of RA calculation is key
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Disclosures




Key quantitative disclosures

Impairment charges recognised

The impairment charges in respect of goodwill recognised in the consolidated income statement as a separate line item within operating

S B e e e e cccccccccccccccccccccc e c e c e —————————

2009 2008 ~
l’ Cash generating unit Segment £m £m \‘
: UBM Technology Events, Data, Services and Online, and - :
I Print — I\;'1agazines1 47.0 |
1 CMPMedica Events, Data, Services and Online, and - '
' Print — Magazines' 67.0 '
. ] Commonwealth Business Media Events, Data, Services and Online, and - I
DISCOU I‘It Print — I\;'1agazines1 35.8
[} ]
\ 149.8 - I}
and Iong \ " Assets (including goodwill) and liabilities of the CGUs have not been allocated to the three business segments within Events, Data, Services and Online, and U4
term NS Brint Magazines, | _ e e mececec—ccecec—c————————————————————
growth The key assumptions for discount rate and perpetuity growth rate used in the most recent value in use calculation in the year ended 31
December 2009 are as follows:
rates Pt ettt L L DLt bt St D L L DLt
\ .
" Pre-tax Perpetuity Pre-tax Perpetuity \ Recog n |Sed
| discount rate growth rate discount rate growth rate ] im pai rment
]
: UBM Technology 12.0% 2.5% n/a* n/a® | charges
1 CMPMedica 12.6% 2.6% 12.6% 2.3% !
\ Commonwealth Business Media 13.3% 2.3% n/a* n/a* ,'
\ * Value in use calculation not performed in 2008 V)
B i ———
e . Following the charge for impairment, the estimated recoverable amount of the UBM Technology, CMPMedica and Commonwealth
SenS|t|V|ty Business Media CGU's are equal to their carrying value at 31 December 2009. Consequently, any adverse change in key assumption
. would, in isolation, cause a further impairment loss to be recognised.
ana'ys|s P R et e
,’ The table below shows the (increase)/decrease in the aggregate impairment loss of a reasonably possible change in each assumption: N\ \
4 \
[} UBM Commonwealth 1
: Technology CMP Medica Business Media ]
£m £m £m ]
: EBITA forecasts 1
i Decrease by 10% (19.0) (22.9) (7.5) |
i Increase by 10% 19.0 229 7.5 |
| Pre-tax discount rate !
I Increase by 20 basis points (3.8) 4.1) (1.3) !
I Decrease by 20 basis points 3.9 4.3 1.3 |
\ Perpetuity growth rate ;
\ Increase by 0.5 percentage point 7.0 7.5 22 ’
\ Decrease by 0.5 percentage point (6.3) (6.8) (2.0) y
\
\s------------------------------------------------------—’,
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Key qualitative disclosures

|

Forecast EBITA

he annual Impairment test.

tor gooid Forecast EBITA s based upan the financial projections appraved by management covering a five year period. The projections have been CG U
\m\nmmhi“ by using a af past kang ferm trends, Industry forecasts and management estimates.
i
w‘:ﬁ“ = e GO Management's estimates and lang term trends reflect the folowing faciors:
of the SIOUDE TEEC ) = The continued rebalancing of the product parifolo, away rom print to digital and face-in-face medla.
Rl e review Margin improvements due o restructuring and DusNEss rearganisation plans. that Nave taken piace durng 2006 and 2009 withe
L each CGU. Each restructuring programme alms to efher rebalance the product portfolios to befter meet the fubure needs of
— oo cusmmers and audiences. nrloensure ihe support platiarms and divisional struchures are cost eMcent. This was underaken b
A of cost
et tests W‘EJ -

may be eSS, T

7 e 1858

m Description of key assumptions,
‘organic product development and scquisiians. The EBITA projections take 1 I d 1 h ﬂ d 1 t t
rrtommnnnesemarynIrrummmamunnmlncluuean'yuasnmretaungnure@lrumnngnolpmulueualmlrnem InC u Ing CaS OWS, ISCOun ra eS
ement has Indusiry rates in of the flve year EBITA forecast, together with exceptions d g th t (f VI U ) d
e speciiic to e , irane and transportatl Indusires, an row rates (ror an
e purs .
T Tere Decute multiples (for FVLCTS
T ultiples (for
. bt The discount rate far each CEL |5 based on the risk-Irea rafe for 20 year govemment bonds in e respective markst, adjusted for @ risk
ameart 557 PrEMIUM o reflect fe Increased fisk of Nvesting In equities, Me systEmatic risk of e specinc CGU and taking It account the relaive
e & £lZ2 of i1 CGU and e spacific famiories in which It operics. The Increased fsk of IMwesting In eguiies i 3s5a55ad Using an equity
Tl miarkes fsk premium which reflects the Increasad return required over and above a risk free rate by an Investor who s investing In the
ement 135 s o whole maritet. Managemend has used an equity market risk premium based on studies by Independent econamists and histarks equity m
Jor 200 and ““Ee“; miarket fsk RS,
Bnoe
“ﬁ:‘aam IS The risk adjustment far the systematic fsk, beta, of Bach CGU Eflects he speclic ns relating to thal CGU relative to the manket 25 3
%?;:‘JE nﬂdnﬂ 1al whole. This has been determined by management using an average of the betas of comparable companies within respective seciors.
FPerpetully growsh rates
Farﬂ\“emw"“ Pa Fowin rates
ang Comman The cash Niows 1o the app
anmm

paniod are based upan the welghted average projectad real gross domestie product
growdh rate In 2013 of each of the terrfiores in which the CGU's operate. Growth rales for each lerifory have been welghied based on
contribution to 2010 budgeted revenue.

Basis for management’s decisions

regarding key assumptions
m  Whether value assigned to cash flow
Fair valus lass costs to sall Impairment tast . . .

metﬂmﬂ:;'a.‘ﬂ The recoverable amount of the UBM Iinformation C3LU has been determined using falr value less costs to sell. The estimate of falr value aSSumptIOnS IS based On prevlous
ne p \'!I'“Eﬂ =<} less costs to sell Is based on the best Information avallable and refers fo the amount at which the CGU could be soid In a current
Gaweew i nosbmectiiies SIbEoM. o st s oS ey i if iate, external

mrv?umesmlnepeergpr;lpnasbeen applledduemmamllersl"feMUEMInrolmaHmeomaleﬂtnmepeer group. The multiples eXperIenCe or’ I approprla e’ eX erna

Capedic range from 1.6 to 2.2 {2008- 1.3 fo 1.5) far revenue and 7.5 o 8.5 [2008: £.5 o 8.5) for EBITA.
e ﬂm““:t\ The calculation uses actual sales and EBITA resulls for 2009 and forecast sakes and ESITA for 2010, based upon financial budgets So u rces

;;:B:‘“ pot zp:u\:eq by management. Costs to sall are estimated to be 3% of the valus of 3 CEU on experience of prior disposaks by the
o2 5
f;“ﬁpnﬁ"?“ In the determination of fair walue 265 COGts IDGHI ine calculation of fair value 16 most sensiiive to the precedent transaction multiples used,
Commanse iﬁ&'fa".:mu not u:h;em |mpanmen|1n be recognised in :ﬁﬂm‘!ﬂl}aﬂm " PagSILis changs In any o ne key

e

e

yalue 11

The e
in uER.
wale U

The 42|
st §

In 2008, impalrment tests for UBM Technology and Commonwealth Business Media were also perfamed under Me 1air value 855 cosls to
seil methogalogy, as deserbed above. The multiples ranged from 1.0 &0 1.8 for revenue and 3.0 to 11.0 far ESITA. The calculation used
aciual sales and EBITA resulls for 2008 and forecast sales and EBITA for 2009, based upon

appraved by
In the determination of falr value k65 costs to 52l In 2008, the calculation of fair value |5 most sensitive to the precedent transaction
muitiples used. During the year ended 31 December 2008, the deterloration in the economilc climate and fall In equity markets has resulled
Impaimment test. For UBM

In lower sales and EBITA multiples across the group. Management conducted 3 sensiivity analysis in relation to muitiples usad In the
¥ there was a furiner

N mutples of
meia sackor of 305 4 25%, the Gensliily anaIyels thows at the recaversble aMouNt WoUID SontngE 1o exceed e camyIng VAl of e

In the prosessional
CGU. The falr value for Commonwealtn Business Media, which was acquired In 2006, exceeded Its cammying value Dy approximately £13m.
A raasonably possibie decline In murtiples could reguce ihe talr value less costs to sell of the Commonwealth Business Medla CGU o a
level comparable with Its carmying value.

Rationale for any impairment losses
recognised

Disclosures should be consistent

with the entity’s other market
communications
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Case studies




Case study: planned restructuring

Comparison of forecasts

23.5 - - 20%
23 | - 18%
22.5 - 16%
22 - 14%
21.5 - L 12%
§ 21 L 10%
© 205 A - 8%
§ 20 - - 6%
& 19.5 - 4%
19 - - 2%
185 n T T T T 0%

2012 2013
mmm| Revenues (pre-restructuring)

2014 2015 2016
Revenues (post-restructuring)

—— EBIT margin (pre-restructuring) —e— EBIT margin (post-restructuring)

Comparison of VIU results

! CA = £27m
} £28m to
V' £36m

£8m to !

] £9m I
|
|
|

T T ' T 1
0 10 20 30 40
VIU (Em)

B Value range pre-restructuring

uibrew 1193

Value range post-restructuring

Overview and challenges
= Data provider to the aviation industry

= Facing a dramatic decline in demand for legacy print
products, with delays in launches of new digital services

= Impairment testing date mid-way through financial year

= Detailed restructuring plan developed which management
expected to result in improved margins and would imply no
impairment — but did not meet IAS 37 criteria at
impairment testing date due to internal delays in getting
board approval

Our approach

= Management obtained auditor sign off to use restructuring
forecasts — IAS 37 criteria was met shortly after
impairment testing date and it was agreed that the delay in
doing so was only due to waiting for board approval

= In performing VIU analysis, conducted a detailed review of
restructuring plan to understand the key value drivers

= Applied an appropriate alpha factor to reflect additional
risks associated with successful implementation of
restructuring
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Case study: large number of CGUs

CGUs as at the impairment testing date Overview and challenges
Product line = Client reported 31 CGUs, with goodwill balances ranging

from £0.5m to £350m

= Time and budget constraints made individual FVLCTS and
Division 1 CGU1 CGU2 CGU3 CGU4 VIU testing of each CGU impractical
Division 2 CGU5 CGU6 CGU7 CGUS = Greater number of CGUs = greater granularity in reporting
Division 3 CGU 9 goodwill = greater risk of impairment
Division 4 CGU 10 CGU1M11 CGU12 = Need for a robust process that was both reliable and
Division 5 CGU13 S
Division 6 CGU14 CGU 15 CGU 16 CGU 17
Division 7 CGU 18
Division 8 CGU 19 CGU 20 Our approach
Division 9 CGU21 CGU22 CGU23 CGU 24 = Ranked CGUs by goodwill balance, on basis that larger
Division 10 CGU 25 CGU 26 balance = area of greater risk
Division 11 CGU 27 CGU 28 = Calculated implied multiples based on CA + EBIT
Division 12 CGU 29 CGU 30 = Calculated implied discount rate using iteration (to
Division 13 CGU 31 determine at what discount rate VIU = CA)

= Compared headroom from the above to market multiples /
calculated WACC in order to identify “at risk” CGUs

= Performed detailed FVLCTS / VIU testing for CGUs
identified as being “at risk”
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Summary

-
®
€
€
5
7))

Impairment testing should be performed annually, unless there is an indication of impairment

Goodwill impairment testing is performed at the CGU level

Impairment loss occurs if CAis greater than RA

RA is higher of FVLCTS or VIU

FVLCTS — key consideration = market assessment of value less cost of disposal

VIU — key consideration = value of the asset/CGU in its current condition

VIU very prescriptive in terms of what cash flows should or should not be included

IAS 36 states that foreign currency cash flows should be discounted using a discount rate appropriate for that country

Discount rate —reflects market assessment of the risk of the CGU. Standard discount rate is calculated in post-tax terms.
Therefore we recommend doing the impairment test in post-tax terms discounted using a post-tax discount rate. A goal
seek can then be used to determine the pre-tax discount rate for statutory reporting purposes

Consideration should be given to the appropriateness of the tax rates applied and whether any TAB should be included

Do the results make sense in light of performance, market conditions and other circumstances facing the business?
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Thank you

Presentation by Doug McPhee
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