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Preface

This guide provides guidance and illustrations for valuation specialists, prepéarfarancial
statements, and independent auditors regarding goodwill impairment testing. This guide is
nonauthoritative and has been developed by AICPA staff andAKGEA Impairment Task
Force.

The financial accounting and reporting guidance containgtis guide has been reviewed by
the Financial Reporting Executive Committee, which is the senior technical body of the AICPA
authorized to speak for the AICPA in the areas of financial accounting and reporting.

This publication does not representdficial position of the AICPA, and it is distributed with
the understanding that the authors and publisher are not rendering legal, accounting, or other
professional services via this publication.
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Introduction

.01 Financial Accounting Standards Board (FASB) Accounting Standards Codification
(ASC) 350, | nt angi b, regsires @o andual iinchphirmeatntest oDt h e r
goodwill, at a level of reporting referred to as the reporting. #atording to FASB
ASC 350, atities have the optioro first assess qualitative factors to determine whether
it is necessary to perform the first step of tive-step goodwill impairment te$tn other
words, entitiesare not requiredo calculate the fair value of a reporting unit unless it is
more likely than not thathe reporting unds fair value is less than its carrying amount.
Alternatively, atities have an unconditional option toypass the qualitative test and
perform the first step of the goodwill impairment tésectly. The first step compares the
fair value of the reporting unit with its carrying amount; if the fair value is less than the
carrying amount, then the second step is performed, measuring the amount of the
impairment loss, if any. Preparers, auditors, and valuation specialists continue to identify
issues in connection with goodwill impairment testing.

.02 This guide provides nonauwhtative accounting and valuation guidance for impairment
testing of goodwill. Specifically, it discusses practice issues related to the first step of the
two-step test, such as identifying reporting units and assigning assets and liabilities to a
reportng unit. It also discusses measuring the fair value of a reporting unit in accordance
with the guidance in FASB ASC 820, Fair Value Measurement, and illustrates the
valuation techniques often utilized for this purpose. This guide also provides an
illustration of the second step of the twtep goodwill impairment test.

.03 Measuring fair value requires specialized skill either within the entity or by using an
external valuation specialist. It should be noted that regardless of whether fair value
measuremas are developed by management or a third party, management is responsible
for the fair value measurements that are used to prepare the financial statements and for
underlying assumptions used in developing these measurements. Auditors are expected to
understand how the valuation techniques used for measuring fair value comply with the
requirements of FASB ASC 820 and whether the inputs and assumptions used are
reasonable and supportable. This guide will help preparers, auditwisvaluation
specialistsunderstand the requirements of FASB ASC 86 FASB ASC 820 and the
valuation technigues used when testing goodwill for impairment,

.04 This guide does not provide an-depth discussion of the requirements of FASB ASC
820, but rather describes the impats requirements have on the assumptions and

! This guidance was issued by the Financial Accounting Standards Board (FASB) in September 2011 in
Accounting Standards Update (ASU) No. 2d1, Testing Goodwill for ImpairmenfThe amendments to FASB
Accounting Standards Codificati®b0,| nt angi b | e sd O&erindudedlinithis apdate are effective for
annual and interim goodwill impairment tests performed for fiscal years beginning after December 15, 2011. Early
adoption is permitted, including for annual and interim goodwill impairment tests perfasrefda date before
September 15, 2011, if an entityés financi al statement
issued or, for nonpublic entities, have not yet been made available for issuance. This guide was written assuming
that the guidance in ASNo. 2011-08 has been adopted.



1.05

techniques used to value reporting units when testing goodwill for impairment. This
guide provides examples, discussiand illustrations on the approaches and techniques
used most often in practice for magaag the fair value of reporting units, specifically the
discountedcashflow method, theguideline public company methodand theguideline
transaction method.

This guide only addresses goodwill impairment testing. If goodwill and another asset (or
asset group) of a reporting unit are tested for impairment at the same time, the other asset
(or asset group) is required to be tested for impairment before goodwill. This guide does
not address impairment testing of other assets that may be a parpoftangeunit



Chapter 1

Concepts and Application dfinancial Accounting Standards Board
Accounting Standards Codification82CF

1.01 Financial Accounting Standards Board (FASB) Accounting Standards Codification
(ASC) 820, Fair Value Measurement, defirias value and establishes a framework for
measuring fair value for financial reporting purposes. This chapter provides an overview
of the concepts and framework of FASB ASC 820 and is intended to provide background
for discussions included in chapter 2Acgounting Considerations When Testing
Goodwi | I f oanddhaprd i riinMenats,uo0r i ng Fair V&l ue of
t his gui de.ApplyingeFASBEASE 820 Yatuatidn Techniques to Reporting
Unitst afinAdppl yi ng FASB ASCRe®2iy Ukitd a mawo thk st @ h e
provide a more specific discussion of the requirements of FASB ASC 820 as it pertains to
measuring the fair value of a reporting unit for goodwill impairment testing.

General Concepts of FASB ASC 820

1.02 As described ifrFASB ASC820-10-05-1B, fair value is a markdiased measurement, not
an entityspecific measurement. For some assets and liabilities, observable market
transactions or market information might be available. For other assets and liabilities,
observable markdransactions and market information might not be available. However,
the objective of a fair value measurement in both cases is thé damstimate the price
at which an orderlyransactiorio sell the asset or to transfer the liability would take place
betweenmarket participantat the measurement date under current market conditions
(that is, an exit price at the measurement date from the perspective of a market participant
that holds thesset or owes the liability).

2 Guidance from Financial Accounting Standards Board (FA&&)ounting Standards CodificatiohSC)
820, Fair Value Measurementncluded in this guide reflects amendments in Accounting Standards Up&iie
No. 201104, Fair Value Measurement (Topic 82Z0Amendments to Achieve Common Fair Value Measurement
and Disclosure Requirements in U.S. GAAP and IFRS$8 No. 201104, which was issued in May 2011, does not
extend the use of fair value accounting koes provide guidance on how it should be applied when its use is
already required or permitted by other standards. ASU No.-2@1slipersedes most of the guidance in FASB ASC
820, although many of the changes are clarifications of existing guidancerdmg changes to align with
International Financial Reporting Standard E8ir Value Measurement |t al so refl ects FASBOS
different characteristics of public and nonpublic entities and the needs of users of their financial statements
Nonpublic entities are exempt from a number of the new disclosure requirements.

The amendments in ASU No. 2004 are to be applied prospectively. For public entities, the amendments are
effective during interim and annual periods beginning after Deeemb, 2011. For nonpublic entities, the
amendments are effective for annual periods beginning after December 15, 2011. Early application by public entities
is not permitted. Nonpublic entities may apply the amendments in ASU No-(0g&éarly, but no eddr than for
interim periods beginning after December 15, 2011. Readers should refer to
www.fasb.org/cs/ContentServer?site=FASB&age&pagename=FASB%2FPage%2FSectionPage&cid=11761563
16498for more information.
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1.03 FASB ASC 820 further explains that when a price for an identical asset or liability is not

1.04

observable, an entity measures fair value using another valuation technique that
maximizes the use of relevant observable inpats minimizes the use of unobservable
inputs. Because fair value is a markesed measurement, it is measured using the
assumptions that market participants would use when pricing the asset or liability,
including assumptions about risk. As a result, aity@s intention to hold an asset or to
settle or otherwise fulfill a liability is not relevant when measuring fair value.

FASB ASC 820 codifies a number of fair value concepts, representing the framework for
fair value measurement in financial refrogt These concepts inclutlee following

1 Fair value definition.Under FASB ASC 820fair valueis defined as the price that

would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at thasmement date. It is important to
note that under this definition fair value is an exit price from a market participant
perspective.

The asset or liabilityA fair value measurement is for a particular asset or liability.
Therefore, when measuring fair lue, an entity should take into account the
characteristics of the asset or liability if market participants would take those
characteristics into account when pricing the asset or liability at the measurement
date. Such characteristics include, for examtle following:

a. The condition and location of the asset
b. Restrictions, if any, on the sale or use of the asset

The effect on the measurement arising from a particular characteristic will differ
depending on how that characteristic would be taken intouatcby market
participants.

The asset or liability measured at fair value might be either of the following:

a. A standalone asset or liability (for example, a financial instrument or a
nonfinancial asset)

b. A group of assets, a group of liabilities, or a grofipssets and liabilities (for
example, a reporting unit or a business)

Whether the asset or liability is a standalone asset or liability, group of assets, a group
of liabilities, or a group of assets and liabilities for recognition or disclosure purposes
depends on its unit of account. The unit of account for the asset or liability should be
determined in accordance wilccountingorinciplesgenerally accepted in the United
Statesof America(U.S. GAAP) that require or permit the fair value measurement,
except as provided in FASB ASC 820.

11



1 The transaction A fair value measurement assumes that the asset or liability is
exchanged in an orderly transaction between market participants to sell the asset or
transfer the liability at the measurement date under current market cond+isis.

ASC 82010-35-5 states:

A fair value measurement assumes that the transaction to sell the asset or
transfer the liability takes place either

a. In the principal market for thasset or liability

b. In the absence of a principal market, in the most advantageous market
for the asset or liability.

Paagraphs 5A6C of FASB ASC 8201035 provide further discussion on
identifying the principal (or most advantageous) markets.

1 Market partcipants.FASB ASC 82010-35-9 provides that a reporting entity should
measure the fair value of an asset or a liability using the assumptions that market
participants would use in pricing the asset or liability, assuming that market
participants act in #ir economic best interest. In developing those assumptions, an
entity need not identify specific market participants. Rather, the entity should identify
characteristics that distinguish market participants generally, considering factors
specific to all otthe following:

a. The asset or liability
b. The principal (or most advantageous) market for the asset or liability

c. Market participants with whom the entity would enter into a transaction in that
market

1 The price.Fair value is the price that would be receivedsell an asset or paid to
transfer a liability in an orderly transaction in the principal (or most advantageous)
market at the measurement date under current market conditions (thateisit
price) regardless of whether that price is directly obseevall estimated using
another valuation technique.

f Valuation technique¥.As stated in FASB ASC 8200-35-24A, the objective of

3 FASB ASC 820 refers to valuation approaches and valuation techniques. However, Statement on Standards
for Valuation Services (SSVS) No. Yaluation of a Business, Busise®wnership Interest, Security, or Intangible
Asset(AICPA, Professional Standardd/S sec. 100), refers to valuation approaches and methods (not techniques).
SSVS No. 1 definegaluation methods, within approaches, a specific way to determine values. définition is
consistent with the meaning attributed to valuation techniques in FASB ASC 820. Also, in practice, many valuation
techniques are referred to as methods (for example, guideline public company method, guideline transaction method,

12



using a valuation technique is to estimate the price at which an orderly transaction to
sell the asset or to transfer the liayikvould take place between market participants

at the measurement date under current market conditions. Three widely used
valuation techniques are the market approach, cost approach, and income approach.
The main aspects of those approadressummarizeth paragraphs 3R3G of FASB

ASC 82010-55. An entity should use valuation techniques consistent with one or
more of those approaches to measure fair value.

1 Fair value hierarchy. FASB ASC 820 establishes a fair value hierarchy that
categorizes into threevels the inputs to valuation techniques used to measure fair
value. The fair value hierarchy gives the highest priority to quoted prices (unadjusted)
in active markets for identical assets or liabilitiésvél 1 inputs) and the lowest
priority to unobserable inputslgvel 3 inputs).

1.05 FASB ASC 820 also codifies a number of fair value concepts as it relates to nonfinancial
assets, as follows:

1 Highest and best usé\ fair value measurement of a nonfinancial asset takes into
account a market particip@stability to generate economic benefits by using the asset
in its highest and best use or by selling it to another market participant that would use
the asset in its highest and best use. The highest and best use of a nonfinancial asset
takes into accourthe use of the asset that is physically possible, legally permissible,
and financially feasible. Highest and best use is determined from the perspective of
market participants, even if the entity intends a different use. However, artentity
current use ba nonfinancial asset is presumed to be its highest and best use unless
market or other factors suggest that a different use by market participants would
maximize the value of the asset.

1 Valuation premise for nonfinancial asset$ie highest and best ugéa nonfinancial
asset establishes the valuation premise used to measure the fair value of the asset
FASB ASC 82010-35-10Estates

a. The highest and best use of a nonfinancial asset might provide
maximum value to market participants through its use inboaation
with other assets as a group (as installed or otherwise configured for
use) or in combination with other assets and liabilities (for example, a
business).

1. If the highest and best use of the asset is to use the asset in
combination with other assebr with other assets and liabilities,

the fair value of the asset is the price that would be received in a

current transaction to sell the asset assuming that the asset
would be used with other assets or with other assets and

Gordon growh method, and discounted cash flow method). As a result, this guide uses théetdmmigueand
methodinterchangeably to refer to a specific way of determining value within an approach.

13



liabilities and that those saets and liabilities (that is, its
complementary assets and the associated liabilities) would be
available to market participants.

2. Liabilities associated with the asset and with the
complementary assets include liabilities that fund working
capital, but @ not include liabilities used to fund assets other
than those within the group of assets.

3. Assumptions about the highest and best use of a
nonfinancial asset should be consistent for all of the assets (for
which highest and best use is relevant) of theigrof assets or

the group of assets and liabilities within which the asset would
be used.

b. The highest and best use of a nonfinancial asset might provide
maximum value to market participants on a standalone basis. If the
highest and best use of the assebisse it on a standalone basis, the
fair value of the asset is the price that would be received in a current
transaction to sell the asset to market participants that would use the
asset on a standalone basis.

The fair value measurement of a nonfinan@aket assumes that the asset is sold
consistent with the unit of account specifieddrs. GAAP (which may be an individual

asset). That is the case even when that fair value measurement assumes that the highest
and best use of the asset is to use ibmlzination with other assets or with other assets

and liabilities because a fair value measurement assumes that the market participant
already holds the complementary assets and associated liabilities.

Applying FASB ASC 820 Valuation Techniques to Reportig Units

1.06 Valuation technigues commonly used to measure the fair value of a reporting unit are the
income (see paragraph3.18 .48), market (see paragraph349i.97), and asset
approaches? FASB ASC 82010-35-24 provides that valuation techniques that are
appropriate in the circumstances and for which sufficient data are available should be
used to measure fair value, maximizing the use of relevant observable inputs and

* FASB ASC 820 describes three valuation approathearket, cost, ad income. The concepts underlying
these approaches apply broadly to the valwuation of di
approach concept, practitioners distinguish valuations of individual assets and business entities by ueiny diffe
terminology. The cost approach is said to have been applied when valuing individual assets, and the asset approach
is said to have been applied when valuing business entitiesintdraational Glossary of Business Valuation
Terms which has been adtgal by a number of professional societies and organizations, including the AICPA, and
is included in appendix B of SSVS No. 1, defilasset approachs a general way of determining a value indication
of a business, business ownership interest, or seasitlyg one or more methods based on the value of the assets
net of liabilities. This guide addresses valuation of reporting units. As a result, this guide focuses on the three
approaches that can be used to value a reporting unit (income, market, and asset

14



1.07

minimizing the use ofinobservable inputs. Therefore, when valuing a reporting unit for
goodwill impairment testing purposes! three approaches should be considered and the
approach or approaches that are appropriate under the circumstances should be selected.

Each ofthe three approaches can be used to measure fair value of a reporting unit for
goodwill impairment testingAs provided in FASB ASC 8200-35-24B

in some cases, a single valuation technique will be approgridteother

cases, multiple valuation technicueill be appropriate (for example, that
might be the case when valuing a reporting unit). If multiple valuation
techniques are used to measure fair value, the results (that is, respective
indications of fair value) should be evaluated considering the
rea®nableness of the range of values indicated by those results. A fair
value measurement is the point within that range that is most
representative of fair value in the circumstances

Income Approach

1.08

1.09

1.10

1.11

As stated in FASB ASC 8200-55-3F, the income approh converts future amounts (for
example, cash flows or income and expenses) to a single current (that is, discounted)
amount. When the income approach is used, the fair value measurement reflects current
market expectations about those future amounts.

The income approach may be usedesttimatea market price when no active market
existsfor the asset being valued, in this case, the reporting unit. However, whereas the
market approach is based on market data, which would then need to be adjustgd for a
differences between the selected comparables and the interest to be valued, in many
casesthe income approach is based on ergpgcific assumptions, which should be
adjustedto be consistent with market participant assumptions if reasonably available
information indicates that differeassumptionsvould be used by market participants

The valuation technigue most commonly used in applying the income approach to value a
reporting unit is thediscountedcash flow (DCF) method. The DCF methagquires
estimation of future economic benefits and the application of an appropriate discount rate
to equate them to a single present value. The future economic benefits to be discounted
are generally a stream of periodic cash flows attributable to get bsing valued put

they could also take other forms under specific circumsténf@sexample, a lump sum
payment at a particular time in the future without any interim cash flows.

There are many considerations in applying the income approacltosiéeration is the

issue of how risk is assessed and assigned. It is common practice for a valuation specialist
to obtain from management or otherwise determine a single estimate of a report&g unit
cash flows for specified future periods that relenanagemeiis plans for the business.

The valuation specialist would then discount those amounts to present value using a risk
adjusted rate of return, ardiscount rate. The greater the perceived risk associated with

® The asset being valued could be a single asset, a collection of assets, or an entire entity.
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the forecasted cash flows, the highiee discount rate applied to them and the lower their
present value.

A detailed discussion and an illustration of theP@ethod is included in paragraphs
3.18 .48 of this guide.

Market Approach

1.12

1.13

1.14

1.15

1.16

As discussed in FASB ASC 82mM-55-3A, the market appach uses prices and other
relevant information generated by market transactions involving identical or comparable
(that is, similar) assets, liabilities, or a group of assets and liabilities, such as a business.

The market approach can be used &u& a reporting unit provided that appropriate
market data can be identified. The market approach bases the fair value measurement on
the observedrading price and transaction terms of a comparable asset, comparing and
contrasting the characteristics thfe two assets, and using the observed price of the
comparable asset as a benchmark to fair value measurement.

Two commonly used valuation methods within the market approach amguitheline
public companynethod and thguideline transaction method

The ability to apply a market approach may be limited by the availability of comparable
public entity and market transaction data. However, if a market approach is deemed to be
an appropriate valuation technique, because reasonably comparablenguatsets,
entities or market transactions are available, adjustments to the market multiples may be
necessary, to reflect the differences in the level of comparability between the guideline
entities and the subject reporting unit. Adjustments, sucksesuts for lack of liquidity

or premiums for controlmay also need to be considered.

A detailed discussion and an illustration of the guideline public company method and the
guideline transaction method are included in paragrapt®.97 of thisguide.

Asset Approach

1.17

1.18

The International Glossary of Business Valuation Termvhich has been adopted by a
number of professional societies and organizations, including the AICPA, defines the
asset approacdhs a general way of determining a value iatlan of a business, business
ownership interest, or security using one or more methods based on the value of the
assets net of liabilities.

The application of the asset approach entails separate valuation of each asset and liability
within the repoiing unit. The value of the reporting unit is the sum of the value of its net
assetsEach asset or liability within theeporting unitmay be valued using a different
valuation technique (that,ismcome, market, or cost approach) that is applicable to each
asset or liability within the reporting unWhen using the asset approach, it is important

to consider not only those assets that are recognized on thésefitigncial statements

but also asets that are not recognized on the financial statenfédrgsasset approach is

used in limited situations for valuing a reporting unit. For example, it may be appropriate
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to value a reporting unit using the asset approach when the reporting unit direg hol
company that contains a joint venture investment and land or is an operating company
with earningghatdo not provide a sufficient return on assets.

Applying FASB ASC 820 Framework to Reporting Units

1.19 FASB ASC 820 provides a framework for measg fair value and includes key

concepts that should be applied when measuring the fair value of a reporting unit when
testing for impairment of goodwill. Each step describedaragraphs 1.2028 provides

ways of obtaining information or making assurop8 about required information when
measuring the fair value of a reporting unit.

Step 1: Determine the Unit of Account

1.20

The unit of account determines what is being measured by reference to the level at which
the asset is aggregated or disaggregaaseéd orl).S. GAAP requirementsAccording to

FASB ASC 3501 nt angi bl es ' Go pthdewinil df aceount for Qdodmal r
impairment testing is theeporting unit.

Step 2: Determine the Valuation Premise

1.21

1.22

1.23

Thevaluation premise should be consistenth the reporting undgs highest and best use.
After determining the unit of accoyran entity should assess the highest and best use for
the reporting unit based on the perspective of market participants. -gpeitific
intentionsare not considered ithe measurement of fair value unless those assumptions
are consistent with market participant views.

Entities need to consider whether the market participant would operate the reporting unit
on a standalone basis or in combination with other assets or other reporting units. These
assumptions wilbffectthe fair value measurement of the reporting unit. &ample, if

an entity assumes that a market participant would continue to operate the reporting unit
on a standalone basthe reporting unit would be valued as such. Adjustments for market
participant synergiesmhen it is assumed that the market ggpant possess assets that

can be utilized by the reporting unit to enable lower costs to be reatize)ditional

costs for items unique to the operations of the reporting unit would need to be considered.

If the entity assumes that the market jpgrant would operate the reporting unit in
conjunction with other assets or with other reporting units in an ongoing byginess
factors would be incorporated into the fair value measurernérgach individual
reporting unit See example 31, filncorpaating Market Participant Assumptions in
Prospective Financial Informatian

Step 3: Identify the Potential Markets

1.24

As indicated in FASB ASC 8200-35-5A, entities need not undertake an exhaustive
search of all possible markets to identify the priatimarket or, in the absence of a
principal market, the most advantageous market,they should take into account all
information that is reasonably available. order to identify the principal (or most
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1.25

advantageous) markdhe entity should consider the potential buyers likely to consider
acquiring a controlling interest in the reporting unit at the timgaafdwill impairment
testing.

In making assumptions that may have an impact offieihe@alueof the reporting um, it
is helpful to consider the following factors when identifyitige principal (or most
advantageous) market:

1. Determine whether the market is active, inagtorerecently became inactive

2. ldentify the groups of potential market participants, for gdapstrategic buyers
or financial buyers, and within those broad categpr@sntify subgroups of
potential market participants

3. Assess the competitive nature of the market (for example, perfect competition or
monopolistic).

Although these market fag® may provide some pricing information, significant
adjustments may need to be made when measuring the fair value of reporting units.

Step 4: Determine Market Access

1.26 Once an entity has identified the potential market(s) it should assess whe#seadchss

to these potential markets. As stated in FASB ASGB285-6A, the entity must have
access to the principal (or most advantageous) market at the measurement date.
Generally, active markets for reporting units do not éxias a result, manageme

should identify the characteristics of potential market participants and principal (or most
advantageous) market(s) when measuring fair value.

Step 5: Apply the Appropriate Valuation Approaches

1.27 Next, an entity would need to apply the appropriateatéon techniqueAs discussed in

paragraph 1.06, when measuring the fair value of a reporting unit the income,, araaket

asset approaches would be considered and applied when appropriate and for which inputs
can be obtained without undue cost or effalhder each approactarious techniques

can be used to measure fair valaad entities may need to consider multiple valuation
techniques for each measurement. In some cases, the fair value measurements related to
reporting units will require a greatkavel of judgment and subjectivity due to the lack of
existing markets and observable inputs. Therefore, it is important for entities to document
the key assumptions made and techniques used for these measurements.

® The exception would be in situations in which the entity is a single reporting unit and its shares are publicly

traded.
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Step 6: Determine the Fair Value

1.28 Ladly, the entity should consider the outcomes of the income, market, and asset
approaches to determine its fair value measurement for a reporting unit. The final
determination of fair value will require judgmeftee chapter 3 for an illustration of how
to determine the final fair value measurement of a reporting unit to be used for goodwill
impairment testing when both the income and the market approaches are used to measure

fair value.
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Chapter 2

Accounting Considerations When Testing Goodwik Impairment

Introduction

2.01

2.02

2.03

Goodwill is recognized initially as an asset in the financial statements of the acquirer in a
business combination when there immaasurecexcess of théair value of the acquired
entity over thenet amounts assigneddsset@acquired and liabilities assumed.

Goodwill is not amortized, but rathertested, at least annually, for impairment at a level
of reporting referred to as the reporting uag prescribed inFinancial Accounting
Standards Board (FASB)Accounting Stndards Codification (ASC) 350

|l ntangi bl es ' Go oBASB ASC 3%0npdrmit® ainhentity to first assess
qualitative factors to determine whether it is more likely than not (that is, a likelihood of
more than 50 percent) that the fair value of a m&p® unit is less than its carrying
amount, including goodwill. If it is not more likely than not that the fair value of a
reporting unit is less than its carrying amount, then performing the first step of the two
step goodwill impairment test is unnecass If it is more likely than not that the fair
value of a reporting unit is less than its carrying amount, then the first step of teefwo
test is required to be performein entity may bypass the qualitative assessment for any
of its reportingunits, in any period, and directly perform the first step of the goodwill
impairment test. An entity may resume performing the qualitative assessment in any
subsequent period.

The primary purpose of this chapter is tdiscuss and illustrate the accdting
requirementf the twostepgoodwill impairmenttest This chapter addresses, among
other issues, the identification m#porting unitsthe assignment adssets and liabilities

to a reporting unjtand the calculation of the second step of the gdboapairment test

This guide does not address how to analyze the qualitative factors in order to determine
whether or not the first step of the goodwill impairment test should be perfoEmigiks

should assess the totality of eveotsircumstancesvhen determining whether it more

likely than not that the fair value of a reporting unit is less than its carrying amount.

Qualitative Assessment

2.04 As described in FASB ASB50-20-35-3A, an entity may assess qualitative factors to

determine whether it is more likely than nthtdt is, a likelihood of more than 50 percent)

that the fair value of a reporting unit is less than its carrying amount, including goodwill.

In evaluating whether its more likely than not that the fair value of a reporting unit is

less than its carrying amount, an entity should assess relevant events and circumstances.
FASB ASC 35620-35-3C provides the following examples of events and circumstances

as follows
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1 Macroeconomic conditionssuch as a deterioration in general economic
conditions, limitations on assessing capital, fluctuations in foreign exchange rates,
or other developments in equity and credit markets

1 Industry and market consideratiQissich as a deteniation in the environment in
which an entity operates, an increased competitive environment, a decline
marketdependent multiples or metrics (consider in both absolute terms and
relative to peers), a change ces,otdhe mar
regulatory or political development

1 Cost factorssuch as increases in raw materials, labor, or other costs that have a
negative effect on earnings and cash flows

1 Overall financial performangesuch as negative or declining cash flows or a
decline in actual or planned revenue or earnings compared with actual and
projected results of relevant prior periods

1 Other relevant entitgpecific events such as changes in management, key
personnel, strategy, or customers; contemplation of bankruptctigation

1 Events affecting a reporting upguch as a change in the composition or carrying
amount of its net asse® morelikely-thannot expectation of selling or disposing
all, or a portion, of a reporting unithe testing for recoverability of a sificant
asset group within a reporting unar recognition of a goodwill impairment loss
in the financial statements of a subsidiary that is a component of a reporting unit

{1 If applicable, a sustained decrease in share price (consider in both absaoiste ter
and relative to its peers)

2.05 As stated in FASB ASC 35PR0-35-3F, the examples included FASB ASC 35020-35
3C(a) (g) are not aHinclusive, and an entity should consider other relevant events and
circumstances that affect the fair value or carryamgount of a reporting unit in
determining whether to perform the first step of the goodwill impairmentAesentity
should consider the extent to which each of the adverse events and circumstances
identified could affect the comparison of a reportimgiut 6 s f ai r val ue wi
amount. An entity should place more weight on the events and circumstances that most
affect a reporting unités fair valwue or th
should consider positive and mitigatingeets and circumstances that may affect its
determination of whether it is more likely than not that the fair value of a reporting unit is
less than its carrying amounf. an entity has a recent fair value calculation for a
reporting unit, it also shouldnclude as a factor in its consideration the difference
between the fair value and the carrying amount in reaching its conclusion about whether
to perform the first step of the goodwill impairment test.

2.06 FASB ASC 35620-35-3G states that an entity should evaluate, on the basis of the weight
of evidence, the significance of all identified events and circumstances in the context of
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2.07

determining whether it is more likely than not that the fair value of atiegarnit is less

than its carrying amount. None of the individual examples of events and circumstances
included iINFASB ASC350-20-35-3C(a) (g) are intended to represent standalone events

or circumstances that necessarily require an entity to perfornfirgtestep of the
goodwill impairment test. Also, the existence of positive and mitigating events and
circumstances is not intended to represent a rebuttable presumption that an entity should
not perform the first step of the goodwill impairment test.

If, after assessing the totality of events or circumstarsesh as those described in
paragraph 2.04n entity determines that it is not more likely than not that tinevédue

of a reporting unit is less than its carrying amount, then the firsteoahd steps of the
goodwill impairment test are unnecessary. If an entity determines that it is more likely
than not that the fair value of a reporting unit is less than its carrying amount, then the
entity is required to perform the first step of the 4step goodwill impairment test.

Two-Step Goodwill Impairment Test

2.08

2.09

Paragraphsid3 of FASB ASC 3520-35 provide a twestepgoodwill impairmenttest;

the first step identifies potential impairmeand the second step measures the amount of
impairment bssto be recognizedif any. If the carrying amount of a reporting unit is
greater than zerastep 1of the goodwill impairment testhouldbe performedf an entity
determines, using a qualitative assessment, that it is more likely than not that the fair
value of a reporting unit is less than its carrying amount or if an entity bypasses the
gualitative assessment and proceeds directly to performing 1st&pep 2 is only
performed when a potential impairment is identifiedstep 1.FASB ASC 35620-35-2
describes impairment as a condition that exists when the carrying amount of goodwill
exceeds its implied fair valu&he task forcdelieves thaain impaiment loss can only be
recognized ifa reporting unifails step 1 (that is, the fair value of a reporting unit is less
than its carrying amount®f the goodwill impairment test in situations in which the
carrying amount of a reporting unit is greater tharn’

Step 1 of the goodwill impairment test, used to identify potential impairment, compares
the fair value of a reporting uflitvith its carrying amount, including goodwillif the
carrying amount of a reporting unit is greater than zero and its fair value exceeds its
carrying amount, goodwill of the reporting unit is considered not impaired; thug, step

the goodwill impairment test isiot applicable If the carrying amounof the reporting

unit is zero or negativand it is more likely than ndthat is, a likelihood of more than 50

" paragraph BC23 of Financial Accounting Standards Board (FA8Bjunting Standards CodificatigASC)
3501l nt angi bl es ' Go pdates thdt theaboatd de€cidédenot to permit an entity to skip directly to
performing step 2 of the goodwill impairntetest because in order to complete that step, an entity must first
calculate fair value under the first step of the test.

& The fair value of a reporting unit is the price that would be received to sell the reporting unit as a whole in an
orderly transation between market participants at the measurement date.

° The carrying amount of a reporting unit equals assets (including goodwill) less liabilities assigned to that
reporting unit. The AICPA Impairment Task Force notes that the carrying amount caaicbkated using an
enterprise or an equity approach. See paragragis.23 for further discussion.
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2.10

211

percent}that a goodwill impairment existASB ASC 35020-35-8A requires thastep2

of thegoodwill impairment test be performed to measiine amount of impairment loss,

if any. In considering whether it is more likely than not that a goodwill impairment exists,
an entityshould evaluate using the process described in paragraplisGFof FASB

ASC 35020-35, whetherthere areadverse qualitave factors, including the example$
events and circumstancesovided in FASB ASC 35@0-35-3C(a) (g) (seeparagraph

2.04). In evaluating whether it is more likely than not that the goodwill of a reporting unit
with a zero or negative carrying amoustimpaired, an entity should also take into
consideration whether there are significant differences between the carrying amount and
the estimated fair value of its assets and liabilities and the existence of significant
unrecognized intangible assets.

Step 2 of the goodwill impairment test, usedrégognize andneasure the amount of
impairment loss, compares the implied fair value of the reporting unit goodwill with the
carrying amount of that goodwill. The fair value of goodwill can only be meassed
residual*® The implied fair value of goodwill is determined in the same manner as the
amount of goodwill recognized in a business combination. That is, an entity assigns the
fair value of a reporting unit, as measuredtap 1, to all the assets alwbilities of that
reportingunit (including any unrecognized intangible assets) as if the reporting unit had
been acquired in a business combinatiohi.the carrying amount of goodwill exceeds

the implied fair value of that goodwill, an impairment lasgecognized in an amount
equal to that excess. The loss recognized cannot exceed the carrying amount of goodwill.

After a goodwill impairment loss is recognized, the adjusted carrying amount of goodwill
is its new accounting basis. Subsequent revest a recognizedgoodwill impairment
loss is prohibited.

Identification of Reporting Units

212

Paragraphs 338 of FASB ASC 35020-35 and paragraphs @ of FASBASC 350-20-

55 provide guidance on identification of reporting unitsteporting unit is thdevel of
reporting at which goodwill is tested for impairment. The identification of reporting units
is a process unique to each entity beginning with that émntdperating segments as
identified under FASB ASC 28Fegment ReportingAn entity that isnot required to
report segment information in accordance with FASB ASC 280 is nonetheless required to
test goodwill for impairment at the reporting unit level. That entity should use the
guidance in paragraph$ 9.of FASB ASC 28010-50 to determine its opating segments

for purposes of determining its reporting units.

° The task force notes that while goodwill is not measured directly for financial reporting purposes, some
components of goodwill, such as an acquired rabged workforce intangible asset, may be subject to direct fair
value measurement.

™ This allocation process used to determine the implied fair value of goodwill is performed only for the
purposes of testing goodwill for impairment; an entity should ndatewap or write down a recognized asset or
liability, nor should it recognize a previously unrecognize@tass
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2.13

2.14

2.15

2.16

217

2.18

A reporting unit is an operating segment or one level below an operating segment (also
known as a component). A component of an operating segment is a reporting unit if the
componentconstitutes a business for which discrete financial information is available
and segment management, as that term is definpdragraphsi®B of FASB ASC 280

10-50, regularly reviews the operating results of that component.

FASB ASC 35620-55-3 staes that the determination of whether a component constitutes
a business requires judgment based on specific facts and circumstdrecdsfinition of

a businesdn the FASB ASCglossaryand relatedmplementation guidanéeshould be
considered in evaluiaig whether a component constitutes a business.

FASB ASC 35620554 requires that thehrasefdiscrete financial informatianbe

applied in the same manner that it is applied in determining operating segments in
accordance with FASB ASC 28M-50-1. FASB ASC 35020-55-4 indicates that it is not
necessary that assets be allocated for a component to be considered an operating segment
(that is, no balance sheet is required). Thus, discrete financial information can constitute
as little as operating inforation. Therefore, in order to test goodwill for impairment, an
entity may be required to assign assets and liabilities to reporting units.

FASB ASC 35620-55-5 states that segment management is either a level below or the
same level as the chief operating decision maker. According to FASB ASC 280, a
segment manager is directly accountable to and maintains regular contact with the chief
operating decision makeo tdiscuss operating activities, financial results, forecasts, or
plans for the segment. The approach used to determine reporting units is similar to the
one used to determine operating segmemsvever, FASB ASC 280 focuses on how
operating segments areamaged rather than how the entity as a whole is managed; that
is, reporting units should reflect the way an entity manages its operations.

FASB ASC 35620-35-35requires that two or more components of an operating segment
be aggregated and deemed agk reporting unit if the components have similar
economic characteristics. Paragraph$9 6of FASB ASC 35055 provide
implementation guidance for evaluating whether two components have similar economic
characteristics The guidance indicategshat whetler two components have similar
economic characteristics is a matter of judgmamtl depends on specific facts and
circumstanceswith that assessmeheingmore qualitative than quantitative.

FASB ASC 35020-55-7 states that in determining whetheretltomponents of an
operating segment have similar economic characteristics, all ddltbesing factorsin
FASB ASC 28010-50-11 should be considered

a. The nature of the products and services

2 The FASBASC glossary definesusinessas an integrated set of activities and assets that is capable of being
conducted and managed for the purpose of providing a return in the form of dividends, lower coslisr or o
economic benefits directly to investors or other owners, members, or pantii Additional guidance on what a
business consists of is presented in paragraihe#FASB ASC 805L0-55.

24



2.19

2.20

The nature of the production processes
The type or class austomer for their products and services
The methods used to distribute their products or provide their services

®© a0 o

If applicable, the nature of the regulatory environment, for example, banking,
insurance, or public utilities

However, every factor need not tmet in order for two components to be considered
economically similar. In addition, the determination of whether two components are
economically similar need not be limited to consideration of the factors described in

FASB ASC 28010-50-11. FASB ASC 35620-55-7 also indicates thahidetermining

whether components should be combined into one reporting unit based on their economic
similarities, factors that should be considered in addition to thdsa$B ASC 28010
50-11include but are not limited to, the following:

1 The manner in which an entity operates its business or nonprofit activity and the
nature of those operations

1 Whether goodwill is recoverable from the separate operations of each component
business (or nonprofit actty) or from two or more component businesses (or
nonprofit activities) working in concert (which might be the case if the
components are economically interdependent)

1 The extent to which the component businesses (or nonprofit activities) share
assets andtber resources, as might be evidenced by extensive transfer pricing
mechanisms

1 Whether the components support and benefit from common research and
development projects

The fact that a component extensively shares assets and other resources with other
compaments of the operating segment may be an indication that the component either is
not a business or nonprofit activity or it may be economically similar to those other
components.

Components that share similar economic characteristics but relatdai@mtifoperating
segments may ngdbased on the guidance in FASB ASC 23B55-8, be combined into a
single reporting unit. For example, an entity might have organized its operating segments
on a geographic basis. If its three operating segments (Amefigape, and Asia) each

have two components (A and B) that are dissimilar to each,dtbérsimilar to the
corresponding components in the other operating segments, the entity would not be
permitted to combine component A from each of the operating ségmen

The task force notes thathe number of reporting units identified by an entity for

purposes of testing goodwill for impairment is subject to change if underlying facts and
circumstances change. For example, a change in anGemdéntified opeating segments
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might result in a change in the number of identified reporting ulié®, a change in the
economiccharacteristics of a component might result in aggregatidhat component
with another component or disaggregatainthat componentrom another component.
Seeparagrapli®.46 for discussion of a reorganization of an erttgeporting structure.

Assigning Assets and Liabilities to a Reporting Unit

2.21 As described irparagrapt?.09, step 1 of the goodwill impairment test compares the fair
value of a reporting unit with its carrying amoumhe carrying amount of a reporting
unit equals the total assdiacluding goodwill)less the total liabilities assigned to that
reporting unit.The procss of assigning goodwill to a reporting unit differs from the
process of assigning assets (other than goodwill) and liabilitiepe8agraph.40i .41
for discussion of assigning goodwill to a reporting unit.

2.22 Accounting Standards Updaf&SU) No. 201028, Intangible$ Goodwill and Other

(Topic 350): When to Perform Step 2 of the Goodwill Impairment Test for Reporting
Units with Zero or Negative Carrying Amounts (a consensus of the FASB Emerging

Issues Task Forgeas codified in FASB ASC 350addreses the issue of when to

performstep 2 of the goodwill impairment test for reporting units with zero or negative

carrying amountsThe fiBasis for Conclusiorts s e of tthat&8U explains that the

Emerging Issues Task Force (EITF) evaluated differentoagpes for calculating the
carrying amount of reporting units. The EITF decided to mandaten approach for
calculating the carrying amount of a reporting unit for purposeatepfl of the goodwill

impairment test. As a resuthis guidedoes not promte a particulaapproach

2.23 When a reporting uris carryingamountis based on an equigpproachall liabilities,
including debtareavailable for assignment to theportingunit. When a reporting urdg
carryingamountis based on an enterprigpproachdebt is excluded from the liabilities
assigned to the reporting unih situationsin which the fair value of debt approximates
the carryingvalueof debt,usingeitherapproachwould not be expected taffectstep lof
the goodwill impairmentest Further, when no debt has beesigned to the reporting
unit, the carryingamountof the reporting unit will be the same using eitapproach

2.24 Often the process of identifying reporting units as discusseaiagraph®.12i .20 will
result in more than one reporting unit being identified for an entity. The following

discussion of assigning assets and liabilities to reporting units applies when an entity has

identified more than one reportingnit. If only one reporting unit is ehtified, the
assignment of assets and liabilities depends orafipgoach used for calculating the
carrying amount of a reporting ungts discussed iparagraph.22i .23. For entities with
multiple reporting units,only those assets and liabilities thaieet the criteria for
assignment (listed in paragraph2®. need to be assigned to each of the individual

reporting unitsRegardless of whether an entity has identified multiple reporting units or

a single reporting unit, it is important to ensure thatcarrying amount of the reporting
unit and thefair value of the reporting unit are determined in a consistent mafsser
paragrapl?.29).
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2.25

2.26

2.27

2.28

2.29

2.30

231

The process of assigning assets and liabilities to reporting unitsesonly for the
purpose of goodwillimpairment testing. Such information is usually maintained on
separate detailed schedules as part of the accounting records that support the financial
statement balances and conclusions reached as a result of impairment testing.

FASB ASC 35020-35-39 provides that assets and liabilities be assigned to a reporting
unit if both of the following criteria are met:

a. The asset will be employed in or the liability relates to the operations of the
reporting unit

b. The asset or liability will be considered in determining the fair value of the
reporting unit.

The carrying amount of an asset or liability witiften differ from its fair value
Consequently, thdecisionaboutassignment of sucanasser liability could affectthe
result ofastep 1goodwill impairment test

The task érce notes that the evaluation of the two criteria for assigning assets and
liabilities to a reporting unit stated in paragrahB6 requires the exercise of judgment

with anadditional level of judgment necessary when an asset or a liability is employed in
or relates to the operations of two or more reporting units such that a reasonable method
of assigning that asset or liability is required.

In developing the assignmecriterianotedin paragraph2.26 FASB concl uded
objective of the assignment process should be to ensure that the assets and liabilities that
are assigned to a reporting unit are the same net assets that are considered in determining
the fairv al ue of t ha tto-aupnpilte saon afiddnpppabkeicssedbalieves

that his concept extends to situations which a reporting unit benefits from
unrecognized assets or is burdesdunrecognized liabilitiesin these caseshe fair

value measurement showdnsiderthese unrecognized items

Consistent with the objective described paragraph2.29, an entity would need to
monitor and adjust for changes in the assets and liabilities assigned to reporting units. For
exampe, an asset no longer employed in the operations of a reportingvomid no

longer be assigned to ahreporting unitand would no longer be considereshen
measuringhe fair value of the reporting unit.

Some assets or liabilities may be employeadr relate to the operations tfo or more
reporting unit® a shared asset or liabilitffFASB ASC 35020-35-40 states that the
methodology used to determine the amount of those assets or liabilities to assign to a
reporting unitshouldbe reasonable arslipportable and applied in a consistent mgnner
noting that, for example, assets and liabilities not directly related to a specific reporting

13 This is an excerpt from paragraph B116 of FASB Statement No.Ga@will and Other Intangible Assets.
Paragraph B116 of FASB Statement N42 lvas not codified in FASB ASC, however, the task force believes that it
provides helpful guidance and, therefore, decided to incorporate it in this guide.
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unit, but from which the reporting unit benefits, could be allocated according to the
benefits received by the &fent reporting units (or based on the relative fair values of
the different reporting units).

2.32 The following examplesdeveloped by the taskiceillustrate the evaluation of the two
criteria forassigningassetsand liabilities to a reporting unfor an entity with multiple
reporting units(1) whenthe asset or liability is not shareg the reporting unitsand(2)
when the asset or liability is sharday the reporting units. Because facts and
circumstanceswvill vary by entity, conclusionaboutthe assignment method applial$o
will vary.
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Example 2-10 Asset Not SharedoyReporting Units Buil ding
Building Determined to Meet the Criteria for Assignment

Entity A has two reporting units (RU1 and RU2). RIglthe sole user ad building owned by
Entity A as its manufacturing facility. Entity A determined that the building should be ass
to RU1 because(l) the asset relates to the operations of RU1 and (2pdketwould be
considered in determining the fair value of RU1.

Building Determined taNot Meet the Criteria for Assignment

igned

Entity B has two reporting units (RU1 and RU2). Previously, Entity B operated a manufacturing

facility unrelated to either RU1 or RU2 that was idled when the product prodtittest facility
wasdiscontinued. Entity B intends to sell the facildgdhas it classified as held for sakentity
B has determined that tHmuilding should not be assigned to either RU1 or Ri¢Z2ausdhe
assetloes not relate to the operations of either reporting unit.

Example 220 Liability Not Shared byRepor ti ng Units’ Warrant
Warranty Obligation Determined to Meet the Criteria for Assignment

Entity C has two reporting units (RU1 and RU2). RU1 manufactarpsoductfor sale to third

parties. In connection with eagroductsale by RU1, Entity C provides a limited warranty

regardingthe functionality of tle product thereby incurringa warranty obligationEntity C has

accrued at the corporate leved liability for warranty obligation Entity C determined that the

warranty obligationshould be assigneentirely to RU1 becausgl) the liability relates to th
operations of RU1 and (2) the liability would be considered in determining the fair value of

Warranty Oblgation Determined toNot Meet the Criteria for Assignment

Entity D has two reporting units (RU1 and RU2). Previously, Efdityperated a manufacturin
facility unrelated to either RU1 or RU2 thatoduced a product upon the sale of which Erdit
provided a limited warrantyegardingits functionality. EntityD has accrued at the corpora
level a liability for the warranty obligatiofEntity D has determined that thearranty obligation
should not be assigned to either RU1 or RU2 as the liadities not relate to the operations

y Obl

RU1.

g

<<

of

either reporting unit.
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Example 2-30 Asset Sharedoy Reporting Unitsd Trademark Recognized at the Corporate
Level

Entity E has an acquired tradematke value of which is recognized at the corporate le
Entity E has two reporting units (RU1 and RU2) each of which utilize the tradetmakpport

vel.

all of its revenuesvithout a charge from Entitig. Entity E had determined that the trademark

relates to both reporting units and that the trademark would be considered in determining
value of both reporting units.

To illustrate different methodologies that could be present in pratdicassign a shared

trademark to multiple reportingnits, assumehat the trademark has a carrying amount of

the fair

$4

million. Also, assume revenues are $30 million for RU1 and $10 million for RU2 and thiat the

fair value of RU1 is $16 million and $4 million for RUach measureassuming RU1 and RUR

have no cost of using the trademaflkRU1 or RU2 were required to rent the trademark, a

market royalty rate could be determined.
Assign Based on an Assumed Rental of the Trademark by Each Reporting Unit
This methodology would reduin neither reporting unit being assignail nor a portionof the

carrying amount of thdrademark each would be assumed to have no ownership of
trademark and eachwould have to rent it from its owner. Under this methodology,

the
f a

discounted casHdw methodis used to measure the fair value of the reporting unit, there would
be a cash outflow related to the use of the trademark by each reporting unit based on a market

royalty rate.

The wskforce notes that when applying a market royalty rateéHeruse of a trademark, it

is

important to consider whether the costs related to supporting the trademark, for example

advertising and marketing, are included at the reporting unit level or at the corporate leV

el (that

is, outside of the reporting unit).h& market royalty rate would need to reflect whether these

costs are recognized at the corporate level or included iprdspective financial informatiop

for the reporting unit (that is, to avoid double counting).

The task érce observeghat the methodologyn this examples used in practice becaugds
often assumed thaeporting unis sharing a trademaskould be sold without ownership of th

e

trademark.See footnot6 o f s ¢ h e dBraltegic PBan, Prospdttive Financial Information,

Adjustments Reflecting Market Participant Assumptjofar illustration.

Assign Based on an Assumed Ownership of the Trademark by One Reporting Unit and Rental

of the Trade Name by the Other Reporting Unit

This methodology would result in one reportingtueing assigned the full carrying amount

the trademark. Under this methodology, if a discounted cashnflethiodis used to measure the

of

fair value of the reporting unit assumed to own the trade name, there would be a cash inflow
based on a market rdyarate related to the use (rental) of the trademark by the other repprting

unit. If a discounted cash flomethodis used to measure the fair value of the reporting unit
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assigned the carrying amount of the trademark, there would be a cash outhied telthe us
of the trademark based on a market royalty rate.

The task érce believes thatise of this methodology would be consistent with the assum

that one reporting uniwould transfer wittownership othe trademark while all others would not

which might be the caséane reporting units the predominant user of the trademark

The task érce noted the following additionahethodologieswhile not frequently observed

practice that might be offered based on the general guidanEenancial Accounting Standards

BoardAccounting Standards Codificati@®b0-20-35-40 (segparagrapl.31).
Assign According to Benefits Received
Assuming that reporting unit revenues are an appropriate measure of the benefits,rausi

methodology wald result in the assignment of the carrying amount of the trademark
million to RU1 and $1 million to RU2. Under this methodology, if a discounted cash

1%}

ption

ved
as $3
flow

methodis used to measure the fair value of the reporting unit, there would be no casw outflo

related to the use of the trademadcauset would be assumed to be owned by each repo
unit.

Assign Based on Relative Fair Values of the Reporting Units

ting

This methodology would result in the assignment of the carrying amount of the trademark as
$3.2 million to RU1 and 8.8 million to RU2. Under this methodology, if a discounted cash flow
methodis used to measure the fair value of the reporting unit, there would be no cash outflow

related to the use of the trademadcauset would be assumed tioe owned by each reporting

unit.
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Example 2-40 Liability Shared By Reporting Unitsd Pension Obligation Recognized at the
Corporate Level

Entity F has a pension liability arising under a pension plan operated at the corporate level.

Entity F has two reporting units (RU1 and RU&)d allemployees participate in the pension
plan. EntityF has determined that the pensibability relates to both reporting units and that the
pensionliability would be considered in determining the fair valubath reporting units.

The task érce understands thebmmonpractice when pension items are assigned to more|than

one reporting unit is to base the assignment on payroll expbeeadcountor other current
employee measuse provided such measwgeare an appropriate reflection of the relative
participation of each reportingnit in the pension plan. The tas@rée observed that when
pension items are assigned to more than one reporting unit and when the farovahase
reporting units are measuressing a discounted cash flomethod such cash flows should
reflect the funding of those pension items.

Assigning Assets and Liabilities to a Reporting Uné Additional
Considerations

Debt Recognized at the Corporate Level

2.33 Thecarrying amount of a porting unitis to becalculated as the difference between the
total assets and total liabilities assigned to the reporting Amitliscussed iparagraphs
2.22i .23, whena reporting unis carrying amount is based on an eqaiyroach debt,
like anyother liability, is available for assignment to a reporting baged on the criteria
listed in paragraph2.26. It should be noted that in cases which no debt has been
assigned to the reporting unit, tbaryingamountusing either thequityapproactor the
enterpriseapproachwill be the sameThe task force notes that the treatment of debt may
be different across industries. For example, financial institutivmg treatdebt as part of
operating liabilities in which casethe debtwould be considerd for assignmento a
reporting unitunder both the enterprisedequity method

Deferred Taxes Related to Assets and Liabilities of a Reporting Unit

2.34 A deferred tax liability or asset is recognized for differences between the assigned values

and the income tax bases of recognized assets and liabHA&EB ASC 35020-35-7
provides that in determining the carrying amount of a reporting unit, defercedhée
taxes should be included in the carryingmountof the reportingunit, regardless of

whether the fair value of the reporting unit will be determined assuming it would be

bought or sold in a taxable or nontaxable transaction. In other words, if @naoass

liability is assignedo a specific reporting unit and there are deferred taxes related to that

asset or liability, those deferred taxes asmassigned to the same reporting unit.
Cumulative Translation Adjustment

2.35 When a reporting unit incties or is entirely a foreign entity such tlatmulative
translation adjustmentC{TA) amouns may be present at the corporate leveljs
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necessary to evaluatehether all or a portion of that CT&nountsshould be assigned to

the reporting unitin makirg this evaluation, thiaskforce believes it would be helpful to
consider the guidance in FASB ASC 88@yreign Currency MattersSpecifically, FASB

ASC 830-30-45-13 provides when addressing impairment testing in gendtat an

entity that has committed to a plan that will causeGfiié& amountfor an equity method
investment or a consolidated investment in a foreign entity to be reclassified to earnings
shouldinclude the CTA as part of the carrying amount of the investrwhen evaluating

that investment for impairmer@therwise the task érce believes the carrying amount of

the reporting unit should include assets and liabilities at their currently translated smount
(the balance of the net assets, excluding the GMduats recorded in equity)

Example 2-50 Consideration of Cumulative Translation Adjustment in Reporting Units

Assume that a foreign subsidiary that is a reporting unit has the following balances after currency
translation by its U.S. parent companyiilions):

Dr/(Cr)

Total assets (including goodwill efirrency unitsCU] 500 CU 2,000
Total liabilities (850)
Total net assets CU 1,150
Paidin capital and retained earnings CuU (1,080
Cumulative translation adjustment (70)
Total equity CU (1,150

Analysis The carrying amount of this reporting unit for purposesstep 1of the goodwill
impairment test would beurrencyunits (CU) 1,150 million, which represents the net assets of
the reporting unit at their currently translated amounts. ForZtpthe goodwill impairment
test, the carrying amount of the reporting éigoodwill would beat the translated amount of
CU 500 million, and the implied fair value of goodwill would be determined based on the
reporting unifs fair value at the impairemt testing date.

Contingent Consideration Arrangements

2.36 FASB ASC 805Business Combinationis, based on FASB Statement No. 141 (Revised
2007), Business Combination&ASB ASC 805 requires that the acquisitidate fair
value of a contingent consideration arrangement be recognized as part of the
consideration transferred in exchange for the acquiree. In periods subsequent to an

33



2.37

2.38

2.39

acquisition, FASB ASC 805 requires that changas the fair value of contingent
consideration (that are not attributable to measurement period adjustments) be recorded
as follows:

1 Contingent consideration classified as equity is not remeasured and its subsequent
settlement is recorded in equity.

1 Contingent consideration classified as an asset or liability is remeasured to fair
value at each reporting date until the contingency is resolved, with those changes
in fair value recognized in earninis.

As discussed iparagrapl®.27, when the fair value of an assetliability differs from its
carrying amount, the inclusion exclusionof that asset or liability from a reporting unit
canaffectthe result oktep 1lof the goodwill impairment test.he criteria inFASB ASC
350-20-35-39 shouldbe considered to determine if a liabititiassified or assetlassified
contingent consideration arrangemshould be assigned to a reporting unit for goodwill
impairment testing purposes

The task force believes that if the reporting urst abligated to pay contingent
consideration or the right to receive contingent consideration is held by an entity that is
included in the reporting unit, then the contingent consideration arrangement generally
would be assigned to that reporting unit.

The task force further believes circumstancesid existfor which it may be appropriate

to assign a contingent consideration arrangement to a reporting unit, even though another
entity within the consolidated group is the legal counterparty to theingent
consideration arrangement. For example, this may be the case when a reporting unit
contains the acquired business that gave rise to the contingent consideration arrangement,
and it is expected thatraarket participantwould assume such obligatiom Bght upon
acquisition of the reporting unit.

Assigning Recorded Goodwill to Reporting Units

2.40

241

FASB ASC 35020-35-41 provides that for the purpose of testing goodwill for
impairment, all goodwill acquired in a business combinastoouldbe assignetb one or

more reporting units at the acquisition dafée goodwill should be assigned ttiose
reporting units that are expected to benefit from the synergies of the combination even
though otheacquiredassets or liabilities may not be assigned to tdyorting unit.

FASB ASC 35020-35-41 further states that the methodology used to determine the
amount of goodwill to assign to a reporting usiitouldbe reasonable and supportable
and applied in a consistent manrféASB ASC 35020-35-42 staesthat, in concept, the

141t the contingent consideration is a derivative that has been designated as the hedging instrancash
flow hedging relationship under FASB ASC 81Berivatives and Hedgingthen the effective portion of each
periodbés gain or |l oss would initially be recognized
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amount of goodwill assigned to a reporting unit would be determined in a manner similar
to how the amount of goodwill recognized in a business combination is determined.

Assigning Recorded Goodwill to Reporting Unit§ Additional Considerations

Reporting Units With Noncontrolling Interests

242

243

FASB ASC 80520-30-1 requires the acquirer in a businessnbinationto measure any
noncontrolling interest in the acquiree at its fair value at the acquisitionFae®& ASC
80520-30-8 states that the fair values of the acqusenterest in the acquigeand the
noncontrolling interest on a pshare basis might diffelhe main difference is likely to

be the inclusion of aontrol premiumn the pershare fair value of the acquiéeinterest

in the acquiree or, conversely, the inclusion of a discount for lack of control (also referred
to as a minority interest discount) in the ysbare fair value of the noncontrolling
interest.

If a reporting unittonsists in whole or in parf @ subsidiary of a parent that is less than
wholly owned,it is necessary tdifferentiate and separately tragiodwill related to the
controlling interest and goodwill, if any, related to the noncontrolling intef&sth
identification isnot necessarwhen testing goodwill for impairmerdasgoodwill is tested

in total for each reporting unitHowever such identification is necessary if an
impairment of goodwill is identifiedas such impairment is to lagtributed to the parent
andthe noncontrollingnterest when preserds discussed iparagrapi2.65.
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244  The following example illustratdsow to measurél) goodwill on the acquisition dafer
the acquirer an¢R) the portion of that goodwill attributable tee noncontrolling interest.
Assumethat there is no discount for lack of contfolinority interest discouptand that
Entity X acquires an 8Percentinterest in Entity Yfor $1,000,000 with identifiable net
assets equal to $800,000.

Measurement of
Measurement of | Goodwill Attributable
Goodwill by to Noncontrolling
Acquirer Interest
(A) Consideration transferréd $1,000,000
(B) Fair value of noncontrolling 250,000 $250,000
interest in theacquiree
[(A/0.80)-A]
(C)A+B 1,250,000
(D) Identifiable net assefs 800,000
(E) Identifiable net assets 160,000
attributable to noncontrolling
interest [Dx 0.20]
(F) Goodwill recognizedC1 D] 450000
Goodwill attributableo the 90,000
noncontrolling interedB 1 E]

5 The consideration transferred is measured in accoedaith FASBASC 805 Business Combinationshich
generally requires acquisitieshate fair value.

% Amount represents the net of the acquisiitane amounts of the identifiable assets acquired and liabilities
assumed measured in accordance WAISB ASC805.
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2.45

The following example illustratésow to measurél) goodwill on the acquisition date for
the acquirer and (2) the portion of that goodwill attributable to the noncontrolling interest.

Assume that there is a p@rcentdiscount for lack of contrgiminority interest discouit
and that Entity X acquiresan 80 percentinterest in Entity Y for $1,000,000 with

identifiable net assets equal to $800,000.

Measurement of
Goodwill
Measurement of Attributable to
Goodwill by Noncontrolling
Acquirer Interest
(A) Consideration transferréd $1,000,000
(B) Fairvalue of noncontrolling 225,000 $225,000
interest in the acquiré®
[((A /10.80)-A) x0.90
(C)A+B 1,225,000
(D) Identifiable net asséts 800,000
(E) Identifiable net assets 160,000
attributable to noncontrolling
interest [Dx 0.20]
(F) Goodwill recognized 425000
[CT D]
Goodwill attributableo the 65,000
noncontrolling interest
[BT E]

2.46

Reorganization of Reporting Structure

As discussed iparagrapt.20, an entityneeds tanonitor and adjust for changes in its

identified reporting units.FASB ASC 35020-35-45 provides that when an entity
reorganizes its reporting structure in a manner that changes the composition of one or
more of its reporting units, assets and liabilitgd®uld be reassigned to the affected
reporting units based on the criteria as describguamagrap2.26. However, goodwill

shouldbe reassigned to the reporting units affected using a relative fair value approach

similar to that used when a portion afegorting unit is dispose@eeparagrapi®.47).

The task force believes that reorganization isn event thatmay require goodwill
impairment testingSee paragraph204 for a list ofevents or changes in circumstances

thatmight require an impairmenmgst of goodwill between annual dates

17 See footnotd 5.

18 Discount for lack of control (10 percérppliesto pes h ar e

19 See footnotd 6.
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Disposal of All or a Portion of a Reporting Unit

2.47 Paragraphs 356 of FASB ASC 35020-35 statethat

T

When a reporting unit is to be disposed of in its entirety, goodwill of that
reporting unitshouldbe included in the carrying amount of the reporting unit in
determining the gain or loss on disposal.

When a portion of a reporting unit that constitutes a businessF&88 ASC
80510-55) is to be disposed of, goodwill associated with that busisiessd be
included in the carrying amount of the business in determining the gain or loss on
disposal.

The amount of goodwill to be included in that carrying amainauldbe based

on the relative fair values of the business to be disposed of and the pbien
reporting unit that will be retained. For example, if a business is being sold for
$100 and the fair value of the reporting unit excluding the business being sold is
$300, 25 percent of the goodwill residing in the reporting unit would be included
in the carrying amount of the business to be sold.

However, if the business to be disposed of was never integrated into the reporting
unit after its acquisition and thus the benefits of the acquired goodwill were never
realized by the rest of the reportingit, the current carrying amount of that
acquired goodwilshouldbe included in the carrying amount of the business to be
disposed of.

That situation might occur when the acquired business is operated as a standalone
entity or when the business is te tisposed of shortly after it is acquired.

Situations in which the acquired business is operated as a standalone entity are
expected to be infrequent because some amount of integration generally occurs
after an acquisition.

248 SeeparagraptR.54 for adiscussion of gadwill impairment testing wheonly a portion
of goodwill is allocated to a business to be disposed of

When to Test Goodwill for Impairment

249 Goodwill of a reporting unishould be tested for impairment on an annual basis and
betweenannual tests in certain circumstances as discussede following section
FASB ASC 35020-35-28 states that the annual goodwill impairment test may be
performed any time during the fiscal year provided it is performed at the same time every
yearandthat different reporting units may be tested for impairment at different times.
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Changing Annual Test Date

2.50

251

Because goodwilshould be tested for impairment at the same time every year, the
selection of the date to test goodwill for impairment at each reporting unit represents a
method of applying an accounting principle that, if changed, would require justification
of the change on #hbasis that it is preferable as provide@ASB ASC 25Q Accounting
Changes and Error CorrectionsA Securities and Exchange CommissioBEQ
registrant making a change in the annual testing date for impairment of goodwill must
also consider SEC reporting requirements for accounting cha®gesifically, Rule 10

01(b (6) of Regulation S requires a registrant making an accounting change to
disclose the date of and reason for the change. Additioralkggistrant making an
accounting change is required to file a letter from the regigranttependent registered
public accountant indicating whether or not the change is to an alternatigplerin
which, in the independent registered public accour@ajidgment is preferable under

the circumstances.

If an entity electsto change the annual testing date for goodwill impairmidat,task

force believeghat no more than 12 montistiould elapse between the tedts ensure
goodwill is tested for impairment at least annuafgditionally, the task érce believes

the change in testing dates should not be made with the intention of accelerating or
delaying an impairment chargé/hen an entityichangs its goodwill impairment testing
dates, onsistent with the requirements BASB ASC 25010-45-5, the entity should
reportthe changdhrough retrospective application of the new testing date to all prior
periods, unless it is impracticable to stm

Testing for Impairment Between Annual Test Dates

2.52

2.53

FASB ASC 35020-35-30 statesthat goodwill of a reporting unishould be tested for
impairment between annual tests if an event occurs or circumstances change that would
more likely than not reducte fair value of a reporting unit below its carrying amount
(see paragraph 2.04)The monitoring for the occurrence aotlevant events and
circumstances is specific to each reporting unit. While some eweadtsircumstances

may affect more than omeporting unit, others may be specific to a single reporting unit.

The task 6rce believes that more than one test of goodwill for impairment may be
required for a reporting unit within a reporting period if there is more than one event or
circumstane requiring a test or if the annual testing date of goodwill occurs within a
reporting periodand isdifferentfrom the dateof the event or circumstance requiring an
interim test.

Testing Goodwill Remaining in a Reporting Unit Upon Disposal of a Portionof a Reporting

Unit

2.54

FASB ASC 35020-35-57 requires thatvhen only a portion of goodwill is allocated to a
business to be disposed of, the goodwill remaining in the portion of the reporting unit to
be retainedshould be tested for impairment using igljusted carrying amounSee
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paragraph2.47 for discussion othe amount of goodwill to be included in the carrying
amountwhen all or a portion of a reporting unit is disposed of.

Order of Impairment Testing

255 In addition to goodwill, a reporting unit will contain other assets that are subject to
separate testing for impairment. For example, a reporting unit may contain intangible
assets determined to have an indefinite life as well as asset groups subjgitment
testing undeFASB ASC 36Q Property, Plantand EquipmentWhen a reporting unit is
not held for sale, la other assets of a reporting unit are tested for impairment before
goodwil”® asit is necessary to make any required adjustments to thgngaamount of
the reporting unit prior to the performance of steg the goodwill impairment test.

Disclosure Requirements ofAccounting Principles Generally Acceptal in the
United States of Americaand ManagementDiscussion andAnalysisfor
Goodwill and Goodwill Impairment Testing

Disclosure Requirementof Accounting Principles Generaly Accepted in the United States
of America

256 The disclosure requirements for goodwill and goodwill impairment losses are provided in
FASB ASC 35020-50 and are included in the notes to consolidated financial
statemen8t he not 6modwilo td ighificAint Accounting Policies dhese
disclosures generally describe the method used to apply the accounting principles of
FASB ASC 350and also provide additional information about the carrying amount of
goodwill and goodwill impairment losses.

SEC Disclosure Requirements

257 SEC Releas#lo. 33-8350,ACommission Guidance Regarding Management's Discussion
and Analysis of Financial Condition and ResutiE Operations dequires certain
disclosures about critical accounting estimated are provided isection 7,AMD&A, 0
of Form 1G8K. The SECFinancial Reporting Manuattates that estimateslating to
goodwill impairment testing are commonly consideraitical by registrants The
disclosuresrelated to goodwill impairment testing should provide investors with
information that allowsfor an assessment of the probability of a future material
impairment chargeSection V of SEC ReleaseNo. 33-8350 also states that order to
comply with the requirements of-IS section 303(a)(3)(ii), registrants should consider
providing certaindisclosuresdr each reporting unit that is at risk of failisggp 1 of the
goodwill impairment testAlthough nd required,the task force believes thantities
should consider providing disclosure about the qualitative factors that were considered
for determining that the first step of the goodwill impairment test was unnecessary.

201t should be noted that indefiniteved intangible assets are tested before {ived or finite-lived assets (or
asset groups) and goodwill.
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Seeappendix A Disclosure of ® o d wi | | and Goodwi ofthis| mpai r me
guidefor examples ofJ.S. GAAPand SEC disclosusefor goodwill and goodwill
impairmenttesting

Carrying Forward the Fair Value of a Reporting Unit

2.58 The provisions of FASB ASC 350 that allowed ensitie carry forward the fair value of
a reporting unit for goodwill impairment testing were superseded by R&2011-08,
Testing Goodwill for ImpairmenFASB ASC 35€20-35-3F states that if an entity has a
recent fair value calculation for a reportingituiit also should include as a factor in its
consideration the difference between the fair value and the carrying amount in reaching
its conclusion about whether to perform the first step of the impairment test.

Step 2 of Goodwill Impairment Test

259 Asdescribed in paragraphl®, if areporting unit subject tgoodwill impairmenttesing
hasan estimated fair value in excess of its carrying amasi@p 2 of the test is not
performed. If instead, the estimated fair valuenoéporting unitis less tha its carrying
amountstep 2 would be performed.

260 In the second step of the goodwill impairment test, the implied fair value of goodwill is
measured as the excess, if any, of the fair value of the reporting unit meassiegdlin
over the net amoustof the identifiable assets and liabilities assumed, measured at the
test date in accordance wiHASB ASC 805. This includes determining the fair value of
any previously unrecognized intangible assets. The remaining fair value of the reporting
unit, afteg assigning fair values to all of the reporting @Ghiassets and liabilities,
represents the implied fair value of goodwill for the reporting unit.

261 This process is performed only for the purpose of measuring potential goodwill
impairment and does heesult in a change in basis of the recognized net assets or in the
recognition of any unrecognized assets of the reporting unit.

262 When performingstep 2, an entity needs to consider and consistently apply any
assumptions developed step 1. For example, when determining the fair value of a
reporting unit instep 1, assumptions are maat@outwhether the unit could be bought or
sold in a nontaxable transaction versus a taxable transaction. If a nontaxable transaction is
assumed irstep 1 of the goodwill impairment test, then step 2 the entity uses its
existing income tax bases (and recalculates deferred tax balances for any difference
between those income tax bases and the fair values of the assets and liabilities determined
in step 2. If a taxable transaction is assumedstiep 1 of the goodwill impairment test,
the entity should assume new income tax hag®se paragraph 3.98chedule 3.15
fiSecond Step of the Goodwill Impairment TeStaxable Transactign @nd schedule
3.16 Seftand Step of the Goodwill Impairment TésNontaxable Transactiod)

263 If the implied fair value of goodwill is less than the carrying value of goodwill, an

impairment loss is recognized equal to that difference. Any ddten to goodwill
becomes the newarrying value of goodwill for the reporting unit that will be used in
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2.64

future impairment tests. The loss cannot exceed the carrying value of godtkwill.
provided in FASB ASC 35Q0-35-13, the subsequent reversal of a previously recognized
impairment is pohibited once the measurement of that loss is recognized.

It is possible that an entity will have to issue financial statements before compteping

2 of thegoodwill impairment test. In this case, if a goodwill impairment is probable and
can be rasonably estimated, the best estimate of the impairment should be recorded in
the financial statements (determined in accordance with guidance in FASB ASC 450,
Contingenciesand the disclosures FASB ASC 35020-50-2c should be provided. Any
adjustmentdo the estimated impairment based on the completion of the measurement
should be recognized in the subsequent period.

Attributing Goodwill Impairments to the Parent and the Noncontrolling
Interest

2.65

FASB ASC 35020-35-57A states that if a reporting unit is less than wholly owned, any
impairment loss measured in the second step of the goodwill impairment test should be
attributed to the parent and the noncontrolling interest on a rational basis. FBGB A
350-20-35-57A further states that if the reporting unit includes only goodwill attributable

to the parent, the goodwill impairment loss would be attributed entirely to the parent and
if the reporting unit includes goodwill attributable to both the parand the
noncontrolling interest, the goodwill impairment loss shall be attributed to both the parent
and the noncontrolling interest.
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Chapter 3

Measuring Fair Value of a Reporting Unit

Introduction

3.01

3.02

3.03

3.04

3.05

Financial Accounting Standards Board (FASBEcounting Standards Codification
(ASC) 820 Fair Value Measuremenestablishes a framework for measuring fair value
and requires certain disclosures about fair value measurenk&88 ASC 820 is a
broad principlesbased standard that applies to allitez, transactionsand instruments
that require or permit fair value measurements.

FASB ASC 350-20-35-22 states thathe fair value of a reporting unit is the price that
would be received to sell the reporting unit as a whole in an orderly transaction between
market participants at the measurement.didtelso stateshat quoted market prices in
active marketare thebest evidence of fair value astiouldbe used as the basis for the
measurement, if available.

Often, aquoted market price for a reporting unit is not available. If, however, a reporting
unit is an entity or is within an entity,with publicly tradel equity securitiesa market
capitalizationfor the reporting unit would existFASB ASC 35020-35-22 cautionsthat

the market price of an individual equity security (and fhios market capitalization of a
reporting unit with publicly traded equity securities) may not be representative of the fair
value of the reporting unit as a whole.

FASB ASC 35020-35-23 further explains thatubstantial value may arise from the
ability to take advantage of synergies and other benefits that flow from con&ol ov
arother entity. Consequently, measuring the fair value of a collection of assets and
liabilities that operate together in a controlled emtityy bedifferent from measurinthe

fair value ofthatentityds individual equity securities. An acquiring entity often is willing

to pay more for equity securities that give it a controlling interest than an investor would
pay fora numberof equity securities represamg less than aantrolling interest. That
control premium may cause the fair value of a reporting unit to exceed its market
capitalization.The quoted market price of an individual equity secutitgrefore need

not be the soleneasurement basis of the fair value ogéparting unit

FASB ASC 35020-35-24 states thatvhenestimating the fair value of a reporting unit, a
valuation technique based on multiples of earnings or revenue or a similar performance
measure may be used if that technique is consistent with the objective of measuring fair
value. Use of multiples of eaings or revenue in determining the fair value of a reporting
unit may be appropriate, for example, when the fafue of an entity that has
comparable operations and economic characteristics is observable and the relevant
multiples of the comparable etytiare known. Conversely, use of multiples would not be
appropriate in situations in which the operations or activities of an entity for which the
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3.06

multiples are known are not of a comparable nature, scope, or size as the reporting unit
for which fair values being estimated.

The AICPA Impairment Task Forckelievesthatthe use of a valuation technique based
on multiplesis appropriate providedhat guideline public companies or guideline
transactions with comparable operations and economic chastctecan be identified.

If identified guideline companies otransactions exhibit certaidifferences when
comparedto the reporting unjtbut are otherwise deemed to be reasonably good
comparative benchmarkshe observable multiplesor the guideline companies and
transactionsan beadjustel to account foithesedifferences.Such adjustments relate to
factorsincluding profitability, expected growthsize, working capita)] nonrecurringor
nonoperatingncome or expensesr differerces in accountingolicies. Thepurpose of
making adjustments to observable multiples is to put the guideline company or
transaction on a more comparable basis to the reporting unit.

Market Participant Assumptions

3.07

3.08

FASB ASC 82010-35-9 requires that the fair value of an asset be determisad) the
assumptions that market participants would use in pricing the asseming that market
participants act in their economic best inter&hen measuring the fair value of a
reporting unitfor goodwill impairmenttesting, he taskforce notes thaguestions about

fair valueassumptiongoncerning highest and baste cararise wherthe currentuseof

a specificreporting unitmay be different fromhow a market participanmhay intendto

hold thesamenet assetdn those situationgnterrelationshipsr synergies among two or
more reporting units would need to be considered for purposes of determining a fair value
of each reporting unit.

The task drce believeshat whena discouned cash flow(DCF) method® is used to
measure the fair value of the reporting unitash flowsandelements of theliscount rate

(for example, size premiurff) should be evaluated to ensure they reflawrket
participant assumptionfor the reporting unit Similar consideration for adjustments
might be necessary when using a market approach to ensure appropriate comparable
entities are utilized (sqearagraplt8.67).

2L see footnot® in paragraph 1.04.

2 The size premium refers to the additional riskd therefore, the higher cost of capital associated with a
smaller size entity. Morningstar provides the following definitidos mid-cap, lowcap and micracap stocks:
fi Mi-Gép stocks are defined as the aggregate ofdgzédes 35 of the NYSE/AMEX/NASDAQ; LowCap stocks
are defined as the aggregate of gieeiles 68 of the NYSE/AMEX/NASDAQ); MicreCap stocks are define aeth
aggregate of sizdeciles91 0 of t he NYSE/ AMEX/ NASDAQO.
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Example 3-10 Incorporating Market Participant Assumptions in Prospective Financial
Information

Entity A owns and operates 50 retail stores organized for internal reporting purposes if
operating segments (East and West). The East operating segment has been determine
two reporting units while the West operating segment has been determireact torfe reporting
unit. Entity A benefits from certain economies of sgalglizing the purchasing power of all 5
stores when negotiating purchases of both inventory and supghésy A believes marke
participants would also be able to realize suobnemies of scale as they would either acq
all the reporting units together or would possess similar existing assets to enable such lov
to be realized if acquired individually.

As a result, Entity Aneasures the fair value of each reporting undividually. When measurin
cash outflows for each reporting unit under the discounted cash flow mé&thoty, A will

assume for each reporting unit, the benefits arising from the combined purchasing powé
reporting units (bottorup approach).

1to two
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The AICPA Impairment Task Forckeelieves ifmarket participants would be expected to realize

economies of scale, by possessing similar assets or by purchasing the reporting units
such economies of scale represent appropriate consideratioirsviifa of each reporting uni
The task érce further believes that such considerations should be incorpdrataehh the usg
of this approachbecausehis conforms to the requirement to test goodwill for each repo
unit independently.

Whenmeasuring the fair value of reporting units it would not be appropriate&sunghe fair
value of the multiple reporting units together and then allocate the fair value of the cor
reporting units to the individual reporting units @pwn approach The task érce believes thg
the application ofhis approach would be viewed as combining reporting units for testing
is not permitted.

The task force notesiowever thatthis approachmaybe appropriate, as discussed in paragt
3.91, when tsting for the reasonableness of the aggregated sum of the fair value measu

together,
L.

)
L

rting

mbined
t
vhich

aph
rements

of the entitys individual reportingunits to its marketapitalization.

Effects of Noncontrolling InterestsWhen Measuring the Fair Value of the
Reporting Unit

3.09 Thefair values of controlling and noncontrolling interests may be recorded on a different
pershare fair value. One reason for a difference could be the inclusion of a control

premium in the peshare fair value of the controlling interest in the reporting on

conversely, the inclusion of a discount for lack of control in thespare fair value of the

noncontrolling interest.

3.10 In the context of a goodwill impairment test, a noncontrolling interest can be present

abovethe reporting unit, within theeporting unit, or both. For example, the report

ing

unit could wholly own the entities within the reportiagit, while the reporting unit itself
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311

3.12

is partially owned by its parent (see noncontrolling interest the following chart In
another case, theeporting unit might be wholly ownedavhile it consolidates an entity
that is less than wholly owned by the reporting unit (see noncontrolling interegshB
following char).

Investor in
Reporting
Unit
Controlling (A)
Interest Noncontrolling
Interest
Reporting
Unit
Controlling (B)
Interest

Noncontrolling
Interest

FASB ASC 35020-35-22, states in part, that the fair value of a répgrunit refers to

the price that would be received to sell the unit as a whole in an orderly transaction
between market participants at the measurement date. When the noncontrolling interest
exists above the reporting unit, for the reporting unit to ddd as a whole, both the
controlling and noncontrolling interest would be sold.

Becausedhe fair value of a reporting unit refers to the price that would be received to sell
the unit as a whole, the task force believes that when a noncontrolling interest exists
above the reporting unit (see noncontrolling interest the chart in paragraph10), the

fair value of the controlling interest and the noncontrolling interest would likely be the
same ona pershare value basis. In other words, the sale of the reporting unit would
likely result in the same per share value for the controlling isttexed noncontrolling
interest A, as both would likely participate in the exchatngesactionat the same per
share price, absent any rights or restrictions to the contrary. When a controlling interest,
but not the entire interest in an entity is acquired business combination, the fair value

on a per share basis of the noncontrolling interest of that entity that becomes an
individual reporting unit may differ from the transaction price per share. For example, as
the noncontrolling interest does notriiEpate in the exchange transaction at the
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acquisition date, the inclusion of a discount for lack of control in theslpare fair value
of the noncontrolling interest may be appropriate.

3.13 Conversely, when a reporting unit consolidates entitiesateatess than wholly owned
(see noncontrolling interest B the chartin paragraph 3.10 the sale of the reporting
unit as a whole could continue to leave a noncontrolling interest outstanding (that is, the
noncontrolling interest may not participatetire sale transaction of the reporting unit).
The task force believes that when the noncontrolling interest is not expected to participate
in the sale of the reporting unit, there may be a difference in thehpee fair value of
the controlling and noncamlling interests. This approach would determine a fair value
for the goodwill impairment test consistent with the way in which the fair value of the
reporting unit and the implied fair value of goodwill were determined when the reporting
unit was originly acquired and accounted for undéASB ASC 805, Business
Combinationsassuminghat there are no changes in the ownership percentages between
acquisition date and impairment test date.

Valuation Techniques

3.14 FASB ASC 82010-35-24 states that reporting entity should usealuation techniques
that are appropriate in the circumstances and for which sufficient data are available to
measure fair valyamaximizing the use of relevant observable inputs and minimizing the
use of unobservable inputd/hen measuring the fair value of a reporting unit, multiple
valuation techniques are often us€ASB ASC 820 provides that if multiple valuation
techniques are used to measure fair value, the results (respective indications of fair value)
shouldbe evaluaté considering the reasonableness of the rarfigaluesindicatedby
the results. Seechedule3.12, Suimary of Step 1 Goodwill Impairment TédEast
Reporting Unit, Fair Value of Reporting Unitfor anillustration of theuseof multiple
valuation techrgues.

3.15 Valuation techniques used to measure fair value of a specific reportinghauikd be
appliedconsistentlyas required byrASB ASC 82010-35-25. A change in a valuation
technique or its application (for exampéechange in weighting whemultiple valuation
techniques are useat a change in an adjustment applied to a valuation technisue
appropriate as provided iFASB ASC 82010-35-25 if the change results in a
measurement that is equally or more representative of fair value indhmstances.

3.16 The following sections and schedules illustritie value measurement techniques often
used to measure fair value of a reporting unit. SpecificallyD@Be method(an income
approach), thguideline public company methoda market apprach) and theguideline
transactionmethod(a market approach) will be discussed and illustrabedcussion and
illustration are also provided of weighting when multiple valuation techniques are used
and of comparing fair value measurements to external fair value indications.

3.17 The discussion and illustration of ti#CF method (paragraph3.18), guideline public
companymethod and guideline transactionmethod (paragraph3.49 included in this
guide are performed at aanterprise valudevel, meaning that the resulting fair value
measurement is for the enterprise value of the reporting lmnibrder to convert an
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enterprise value to amquity value the fair value of the debt is subtracted from the fair
value of the enterpris&or purposes of the examples in this chapter, the fair value of debt
is assumed to be equal to its underlying boaku®. When no debt is assigned to the
reporting unit, the fair value of the equity will be the same as the fair value of the
enterprise, and the carrying amount of the reporting unit will be the same using either
premise.

Using an Income Approach to Estimée Fair Value of a Reporting Unit

3.18

3.19

3.20

321

As described ilFASB ASC 820-10-55-3F, the income approaatonverts futuremounts

(for example, cash flows ancome and expense® a singlecurrent(that is,discounted)
amount When the income approach is usd® fair value measurement reflectarent
market expectations about those future amounts. The income approach obtains its
conceptual support from its basic assumption that vatmanategrom expectations of
future income and cash flows.

The incomeapproach may be used &stimatea market price when no activer
observablemarketexistsfor the asset being valued, in this Gaseaeporting unitThe
market approach is based on market ddtais datamay needto be adjusted for
differences between the selected comparable entities amepibiting unitto be valued
In many casesthe income approach is based on ergjgcific assumptionsThese
assumptionsnay need to be adjusted to be consistent thighasumptions that market
participants would use in pricing the reporting unit.

The methodnost commonly used in applying the income approach to value a reporting
unit is theDCF method.The DCF method requires estimating future economic benefits
and appying an appropriateliscount rateto equate them to a single present vallee

future economic benefits to be discounted are generally a stream of periodic cash flows
attributable to the asset being valuémllowed by the application of a terminal valae

the end of theliscreteperiod However, future economic benefitsuld take other forms
under specific circumstana@dor example, a lump sum payment at a particular time in
the future without any interim cash flows.

When using anincome approachthere are many factors to consider. The following
sectionsdiscusshow risk is assessed and assigned pegagraphs.22 .25) and how a
terminal valuas calculatedseeparagraph$.26 .30).

Treatment of Risk

3.22

Under thediscount rate adjustmemg¢chnique which is discussed in FASB ASC 820
55-10, risk is assigned to, or incorporated into, the discountt#tés common practice
to usemanagemei@ best estimater otherwise determinenastimate of an entitg most

% Typically, a discounted cash flow method uses dtgrcash flows and employs an aftex discount rate.
The use of preéax cash flows generally is inconsistent with how value ordinarily is measured in a discounted cash
flow method. In any case, the taows and the discount rate used (afeer or pretax) should be consistent, that
is, pretax cash flows should not be used with after discount rates and vice versa.
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3.23

3.24

likely cash flows fodisaetefuture periods and then to discount those amounts to present
value using a risfadjusted rate of return, or discount rate. The greater the perceived risk
associated with the cash flows, the higher the discount rate applied to them, and the lower
their present value

Another technique that falls under the income approach i®xpected present value
technique As discussedn FASB ASC 82010-55-13, this techniqueises as a starting
point, a set of cash flows tha¢presergthe probabilityweighted average of all possible
future cash flows(that is, theexpected cash flowsThe resulting estimate is identical to
expected value, which, in statistical terms, is the weighted average of a discrete random
variablés possible valeswith the respective probabilitiess theweights. Because all
possible cash flows are probabiliyeighted, the resulting expected cash flow is not
conditional upon the occurrence of any specified euanitike the cash flows used in the
discount ratedjustment technique).

There are two variants of this technique

1 In method 1, the probabilityweighted expected cash floware first
adjustedfor systematic (market risk)y subtracting a cash risk premium
(that is, riskadjusted expected caflows). Those riskadjusted expected
cash flows represent a certawgiguivalent cash flow, which is discounted
at the riskfree interest rate. A certaingquivalentcash flowrefers to a
probabilityweighted expected cash flpadjusted for risk so that market
participant would be indifferent to trading the certain cash flows for the
risky probabilityweighted expected cash flowEhe Black-Scholesmodel
is an example of this methodisk-neutral simulation techniques and
lattice models are other exarapl Inpractice, the task force believes it is
impractical to directly assess the certaiatuivalent cash flows for an
entity or its equity securities, so aside frdmsetechniques that use a risk
neutral framework, method 1iarely used.

1 In method2, the probabilityweighted expected cash flows adjusted for
systematic (that is, market risk) by applying a risk premium to the risk
free interest rate. Accordingly, the cash flows digcounted at a risk
adjusted rate of retutihat correspondto anexpected rate associated with
these probabilitweighted cash flow§that is, an expected rate of return)

As in the discount rate adjustment technigbe,dreater the perceived risk
associated with thexpectedcash flows, the higher the discount rate
associated with .itBecause in this method all possible cash flows are
probability weighted, the resulting expected cash flow e conditional

upon the occurrence of any specified event, unlike the cash flows used in
the discount rate adjustment techreq Thus, the overall discount rates
used in discounting probabiliyeighted cash flows are often lower than
those used in discounting single best estimate (success) cash flows all els
being equal. Note, however, that probabilitgighted cash flows aneot

the same as certaingguivalent cash flows, and the discount rate used
would still be significantly higher than the risiee rate.
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3.25

It is important to nte that FASBASC 820 does not limithe use of present value
techniques to measure fair valto these three choices. There are many elements of risk
that may be handled by jadting either the level of expected cash flawshe discount

rate.

Measuring Final Cash Flow Amount or Terminal Value

3.26

3.27

3.28

3.29

Estimatingfuture cash flows involves uncertainty, and the farthedibereteperiodgoes

into the future, the greater the uncertainty of ésBmatedamountsFor this reason, the
discrete period is usually limited to a finite period, at the end of which a &@ruatue is
applied. The terminal value represents the value of the reporting unit beyond the discrete
periodandis often a significant component of the total reporting unit vdluapplying

many of the techniques that fall under the income approadathallenge exists in
addressing the final cash flow amount, or terminal value.

The cash flows for the reporting unit as a going concern also provide a basis for
reasonably estimating a terminal value. Acceptable and commonly used methods for
calculatirg a terminal value includa longterm growthrate methoduch aghe Gordon
growth method the two-stage growth methodhe H-Model method* and the observed

(exit) market multiple method. After applying one of these methods, the terminal value is
incorporated into théCF calculation by discounting the future value of the terminal
value to a present value.

If a terminal value is estimatagsing an exit multiple methqgdthe best practicefor
determining whether the terminal value is reasonabte calculate the implied growth
inherentin the selected exit multiple. For mature companies, the following-term
growthin perpetuityformula couldbe used:

g=(TVriCR/(TV+CF)

Where:

TV=Terminal value

CF=Cash flow in the last year of the discrete period
r=WACC

g=Longterm growth rate

For early stage companies, alternative approadbegxample using the fading growth
method in combination with the losigrm cost otapitalmay be more appropriate.

% The common theme amongst various kiegn growth methods is that a leterm gowth method estimates
terminal value based upon the present value of estimated future cash flows. The Gordon growth method is used
when the entity is expected to have a stable-teng growth rate in the terminal period. The tstage method is
used wherthe entity is expected to have an initial phase of higher growth in the terminal period followed by a
subsequent phase of stable lgagm growth. The FModel is similar to the twsstage method except the initial
phase of higher growth is not constant detlines linearly over time to reach the subsequent phase of stable long
term growth.
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3.30 Some methodsplit a reporting uniis economic benefit streanasd discount each at a
different rate of return. This technique may be appropriate, for example, in the case of a
reporting unit that has a commercially viable product being sold in the marketplace but
also has a new product under development that has noacyeeved commercial
feasibility. Often, the economic results of different product lines can be readily separated
and the riskiness of each separately assessed.

lllustration of DCF Method to Measure the Fair Value of a Reporting Unit

3.31 The income apmach relies on a number of assumptions, some of which may have a
substantial effect on the resulting valuation. Even the rationale underlying the selection of
the method to use in applying this approach may incorporate a humber of assumptions.
The illustration of the DFC method irthis guideuses the discount rate adjustment
technique.

3.32 Cash flowsto be used in ®CF method including developing underlying assumptions, is
the responsibility of managemeantd typically begins with manageménstrategiglan
for the reporting unit being value@chedule3.2, Préspective Financial Information,
Prior to Adjustmerd). Prospectivefinancial information (PFl) and managemedst
underlying assumptionsised for purposes of the goodwill impairment testy needo
be adjusted tbe consistent with market participaassumptiongschedule3.3, Strategic
Plan, Prospective Financial Information, Adjustments Reflecting Market Participant
Assumptiong). Relevant financial and nonfinancial measures of reliabilitghsas
benchmarking to industry comparables andnagemef prior record offorecasting
accuracyneed tabe considered. MoreovePFI prepared for use in a valuatiomy need
to be comparedto prospectiveinformation that management prepares for the same
periods for other purposg@dor example, for bankers.

3.33 The length of timecovered bythe PFI needs to be considered asifitectsthe reliability
of the information.The discrete period imormally the period for Wich fluctuatingcash
flows are reasonably predictabl®nce the cash flows have stabilized, a terminal value
can be calculated. Therefore, tiiscreteperiodneeds tde long enough for thentity to
reach a steady state, defined by the following chariatics:

1 The entity grows at a constant rate and reinvests a constant proportion of its
operating profits into the business each year.

1 Theentity earns a constant rate of return on new capital invested.

1 Theentityearns a constant return on its base lev@ivested capital.

3.34 Schedule8.1i 3.9 provide a comprehensive example of a valuation analysis performed to
measure the fair value of a reporting unit usmBCF method In this exampleit is
assuned thatan entity (ABC Companyhastwo reporting units (West Reporting Unit
and East Reportingnit). This exampldocuses orthe East Reportingnit; amounts for
the West Reporting Unéregiven.
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3.35

3.36

The schedules in this chapter are provided only to demonstrate concepts disctlised in
guideand are not intended to establish requirements. Furthermore, the assumptions and
inputs used in thse schedules are illustrative only and are not intended to serve as
guidelines. Facts and circumstandes each individual situatioshould be considered

when performinga valuationand not all schedulediustrated may be required in all

cases

Reference is made to the following schedules:

Schedule3.16 Consolidating Balance Sheet and Carryinghmount Calculation as of
the Measurenent Date

This schedule provides the carrying amaunit the West Reporting Unieind the East
Reporting Unit,corporate andctonsolidated.Seeparagraph<.21i .39 for discussion of
assigning assets and liabilities to reporting units.

Schedule3.28 Prospective Financial Information, Prior to Adjustment

This schedule presents the starting point for the development of cash flows to be used
when applyinga DCF method tomeasure the fair value of tigast ReportingUnit. It
represents manageméststrategic planbased onaccounting principles generally
accepted in the United States of Amer{thS. GAAP) with identified adjustments for
those items without associated cash flows.

Schedule3.2.18 Prospective Financial Informationd Capital Expenditures and
Depreciation U.S. GAAP Basis)

This schedule presents thespectiveannual depreciation and amortization for the East
Reporting Unit as included schedule3.2 based otJ.S. GAAP amountsNote thatU.S.
GAAP annual depreciation and amortizationlWiely differ from amounts reported for
income tax purposes

Schedule3.36 Strategic Plan, Prospective Financial Information Adjustments
Reflecting Market Participant Assumptions

This schedule presenpsoposedadjustments to manageménstrategic plaas presented

in schedule3.2. Overall adjustmentdo a management prepared strategic plan may be
necessary if the plan is prepared oJ&. GAAP basis andthus not reflective of
underlying cash flowandif the plan differs from markegtarticipantassumptions
Schedule3.46 Adjusted Prospective Financial Information

This schedule presents the net effects of the adjustments propessbeédunle3.3 to the
amounts presented schedule3.2.
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3.37 As noted inparagraph3.32 estimatingcashflows to be usedvhen applyinga DCF
methodtypically begins with managemésntstrategic plan for the reporting unit being
valued. It is often necessary for adjustments to be made to those amounts to ensure
consisteny with market participant assumptioné&lso, amounts in managemént
strategic plan may be omaccrual basiand notnecessarily on a cash basithough
not an exhaustive listhe following considerations and adjustments might be necessary
some of whib have been identified for illustration purposesdnedule3.3.

1 Planned acquisition activityProspective cash flosvassociated with assumed
acquisition activity may overstate the fair value of the reporting unit relative to
the carryingamount. This dference occurs when positive returns from the
assumed acquisition are included in the PFI and the corresponding cash flow
calculation. Generally, market participant cash flows would not include
assumptions for acquisition activity; therefore, assumedisitiqus are typically
removed from cash flow estimates. This adjustment is illustrated in schedule 3.3;
revenue for the future acquisition is deducted from total revenue.

1 Working capital. The DCF method results in an indication of fair value that is
consistent with normal levels of working capital. To the extent that the reporting
unit has excess or deficit positions of net working caital of the measurement
date, this amount would be an adjustment to the concluded fair value of the
reporting unif*®

1 Deferred revenué/Vhen performing &CF analysis, it is important tensure that
the PFI utilized in the analysis represents the free cash flow that the entity will
generate in the future. In most instances, the PF| develop#e eytity will be
on anaccrual basis. If an entity typically recognizes deferred revenue when
applying accrual based accountintbe task érce believes that PFI should be
modified in order to reflectanticipated cash flowswvhich might be donédy
adjusting revenue or workingpital. The key to any adjustment is to avoid either
doublecounting or undecounting any revenue, expense profit.

! Nonoperating assets and liabilitiesTo the extent a reporting unit has
nonoperating assets or liabilities as of the measurement date reflected in the
carrying amount of the reporting unit, these amounts would be adjustments to the
fair value of the reporting unit. Fexample, amounts inalied on a reporting unit
balance sheet for investments accounted for under the equity mrethddobe
analyzed to see whether tR&1 and corresponding discounted cash #oeflect
the impact of owning the investment. If the impact is not included ainevdlue
of these investmentsould need to badded to th®CFindication of fair value.

“Net working capitalfrieseoc ablacsuilsatbeyd eoxnclau dfi chagsmic ur r ent
debt.

%1t should be noted thain this example, cash is excluded from working capital. However, in some cases an
operational amount of cash may be included in working capital.
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1 Legal form of reporting unit.Some reporting units are held as or within
partnerships, limited liability companies (LLC$)r other passhrough entities
With theselegal forns, the reporting units not subject to th payment of income
taxes. The taskofce believes that, generally, market participants would be in the
legal form of Ccorporations andthus subject to income taxes. Accordingly, in
most cases, fareporting units held as or within partnerships, LLQsother pass
through entities, the discounted cash flomsuld becalculated on an aftéax
basis(corporate leveljo ensure consistency with market participant assumptions
(even though the reportingnit, is not currently subject to income taxem
certain limited circumstances, howevpassthrough entity traits may be present
among both buyers and sellers amldus may influence the development of
market participant assumptions such thia¢ efect of income taxes on the
valuation of the reporting unihay be more complicated to determite these
circumstancesentities may need to consider obtaining assistance from tax
professionals

1 Depreciation and amortization amounf3epreciationand amortization are not
cash flow items andhus represent adjustments to manager@estrategic plan
amounts as shown on schedule 3.2. However, &x depreciation and tax
amortizationbenefitsresult in tax savings thatould need tobe includedin the
cash flowcalculationsupporting the estimate of fair valy@he tax amortization
benefit calculation is illustrated ischedule3.7, BuSiness Enterprise Valuation:
Income Approach Discounted DebFree Cash Flow Meth@ddTaxable
Transaction). Depreciation and capital expenditures are often equal in the
terminal period calculation under the presumption thaamibuntsexpended for
capitalinvestment will eventually be recovered thrbudepreciation deductions.
The task érce believes that, inome cases, capital expenditunesy exceed
depreciation in the terminal period for those companies involved in capital intense
industries in which large capital outlays for machinery and equipment are
required to sustain growth as depicted in the PFI.

1 Shae-based compensationManagement 6s PFI may i ncl
adjustment for sharbased compensatioriThe task érce believes noncash
expenses associated with shhesed payments should not be included as an
upward adjustment to cash flows supporting fealue estimates (whether
applying an income or market approach) when such expenses are thought to be
compensatory in lieu of cash and, therefore, similar in nature to other accruals
included in PFI. Because this add back could result in an overstatemiant o
value, an adjustment is made and is illustrated in schedule 3.3; the add back of
this ittamh Bmame based compensationo (f

1 Fixed and variable costdManagemeris strategic plameeds tobe assessed to
ensurethat imbedded assumptionabout fixed and variable costrends are
consistent with that of market participantSor example, if a entity is
experiencingprofits greatly exceedg competitor profits, but still reasonable
relative to the entit§ currentposition in the marketplaceonsideratiorabout
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whether this current operating leverage can be sustained into perpetuity given the
barriers to entry and potential competition absorbing market stesrds to be
given

1 Income tax rateThe task force beli@#es that the appropriate tax rate should
represent statutory rates adjusted for assumptibas are observable and
applicable to market participants (for example, research and development credits
which are applicable to market participants, casnpared wih entity specific
assumptions such amet operating loss¢ The task force recommends starting
with the statutory tax rate of the reporting entity and comparingtheantitys
historical effective tax rate and industry datehich would demonstratthe tax
rates experienced by market participarBased on this comparisothe entity
determineswvhether it is necessary to adjutststatutory ratdo reflectthe market
participantassumptionslt is important to understand specific tax circumstances
of the reporting entity, such as net operating loss damyards, penalties, and
special payments, as well as economic conditions and other factors that could
cause the reporting entis/historical rate, industry datar other rates considered
in the armlysis totemporarilydeviate from the statutory rate.

1 Related party transactiontntercompanytransferpricing may require adjustment
if the terms are not consistent with what market participants would expect to incur
or receive. For example, captive manufacturing or finance subsidiaries with
breakeven pricing to a related entity would not represent market participant
assumptions to either the reporting unit providing or receiving the product or
services.Additionally, management fees or other payments to control owners
reflected in thePFI of a reporting unineeds tdbe assessedor reasonableness
becausethese amounts should be consistent with expectations aoharket
participans.

71 Interestbearing operating debt.When interesbearing operating debt is
determined to be included in tlearrying amount of aeporting unit, this debt is
generally a working capital item and is not considered to be financing debt. The
interest expense on the interestaring operatingdebt would be treated as part of
the cash flows.

3.38 Reference is made to the following schedules:

Schedule3.56 Business Enterprise Valuation: Income Approach Discounted Debt
Free Cash FlowMethodd Nontaxable Transaction

This schedule presents the measueimof the fair value of th&ast Reporting Unit
assuming the reporting unit would be bought or sold in a nontaxable transaction.
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Schedule3.5.16 Nontaxable Modeb Carryover Tax Basis Depreciation and
Amortization

This schedule presents theospectiveannual depreciation and amortization for the East
Reporting Unit as included sthedule3.5 based on carryover tax basis

Schedule3.60 Weighted Average Cost of CapitaCalculation

This scheduldlustrates the development of the weighted average casdpifal used in
schedule3.5.

Schedule3.6.10 Weighted Average Cost of CapitalCalculationd Select Market
Data

This schedule summarizes select market data used in the development of the weighted
average cost of capital schedule3.6.

Schedule3.76 BusinessEnterprise Valuation: Income Approachd Discounted Debt
Free Cash Flow Metho@d Taxable Transaction

This schedule presents the measurement of the fair value of the East Reporting Unit
assuming the reporting unit would be bought or sold in a taxaisaction.

Schedule3.7.18 Taxable Modeld Stepped Up Tax Basis Depreciation

This schedule presents theospectiveannual depreciation for the East Reporting Unit as
included inschedule3.7 based on a stepped up tax hasis

Schedule3.86 Income Approachd Market Participant Cost Savings Valuation

This schedule measures the present value of market participant cost savings for inclusion
in the measurement of tHair value of theEast Reporting Unit in both schedule3.5
(nontaxabletransactios) andschedule3.7 (taxabletransactios). The guidance in FASB

ASC 350-20-35-23 (seeparagraph3.09 notes that the underlying share price used for
impairment testing may be higher than the observed pacausedhe basis for analysis

in stepl of the goodwill impairment tet is that of a control buyemhis control buyer

may be able to realize synergistic benefits from the assumed transactions that may
include enhanced revenuasd cost savings associated with itethat are redundant in
nature.Schedule3.8 representsa DCF analysis of prospective expenditures that will be
eliminated and represent cost savings synergies that comprise one element of premiums
observed in control transaction¥hese cost savings have been presented separate from
other analyses sihe risk associated with attaining the magnitude and timing of the cost
savings may be riskier @m otherwise depicted in theaysis.

As an alternative, these cost savings could be reflected within the PFI utilized in the DCF
approaches shown @ahedule3.5 andschedule3.7.
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Schedule3.8.10 Weighted Average Cost of CapitalCalculationd Market
Participant Cost Savings Valuation

This schedule illustrates the development of the weighted average costtalf esgxd in
schedule3.8.

Income Tax Considerations: Taxable/ersus Nontaxable Determination

3.39

3.40

341

Unlike the determination of the carrying amount of a reporting unit, FASB AS2@50
35-25 requires that before estimating the fair value of a reporting unit, an entity should
determire whether that estimation assumes that the unit could be bought or sold in a
nontaxable transaction or a taxable transaction. Making that determination is a matter of
professional judgment which involves consideration othe relevant facts and
circumstancefor each individual situation.

FASB ASC 35020-35-26 provides that in making tke determinationwhether the
estimation of the fair value of a reporting unit should be based on an assumption that the
unit could be bought or sold in a nontaxaténsaction or a taxable transactian entity
shouldconsider all of the following:

a. Whether the assumption is consistent with those that marketplace participants
would incorporate into their estimates of fair va{seeparagrapl8.41)

b. The feasibility d the assumed structufseeparagrapb 3.42 .44)

c. Whether the assumed structure results in the highest economic value to the seller
for the reporting unit, including consideration of related tax implicatices
paragraph8.45 .48)

The task érce believes the following may be usefal considerwhen evaluating the
nortaxable versus taxabssumption

9 Structure of observed comparable transactions in the mafketse transactions
may be analyzed to determine if they were structuredoakaxable or taxable
transactions. Consideratiameeds tobe given to the nature and timing of the
observed transactiomsd therelevant terms and conditiarthe objectivebeing to
align the facts and circumstances of observed transactions with thosenpiese
thereporting unitsubject to valuation

1 Type of buyer.The buyers in the observed transactions may be analyzed to
determine whether thesepresent financial or strategic buyeffis assumption
would need tdoe comparedwith other external analysesich as the availability
of synergies or other elements of control to the market participant.buyer

1 Position of market participantThe position of a market participant in the
observed transaction may be analyzed to determine whether it reflects the
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attributes of a taxable or nontaxable transactibor passthrough entities
(partnerships, LLCs, Sorporations), it is unlikely any deferred tax assets or
liabilities will be reflected on the balance sheed thus the reporting unit(s)
subject to fair vala measuremenbecausehese entities do not typically incur
income taxes. lrrespective, it mecessaryhat the assumed transaction structure
considerwhetherthe position of a market participant would reflect the attributes
of a taxable or nontaxableatisaction as it may be concluded the market
participant would not be passthroughentity.

342 FASB ASC 35020-35-27 statesthat in determining the feasibility of a nontaxable
transaction, an entityhsuld consider, among other factors, both of the following:

a. Whether the reporting unit could be sold in a nontaxable transaction

b. Whether there are any income tax laws and regulations or other corporate
governance requirements that could limit an eégigpility to treat a sale of the
unit as a nontaxable transaction

343 Thetask brce believeshat the absence of a legal entity consistent with the reporting unit
may not be sufficient tosupport an assertidhat a nontaxable transaction is not feasible
if a legal entity could be forme transfer the net assets of the reportingiiriso, the
task brce believes that the nature of the reporting@sagsets andabilities mayaffect
the feasibility of a nontaxable transactidfor example, aeporing unit subject to
material litigation may not b@ermittedto structurea nontaxable stock transactidn
market participants/ould not be willing to assumehe potentialitigation liability.

344 Thetaskforce believesfia defensible position can be sustairdmbutthe feasibility of
one transaction structure over anothesing qualitativearguments,there may be a
supportablgositionthat additional quantitative analysis regarding net procgrasuant
to paragrapt8.40[c]) of a nontaxable versus taxable transaction is not warratitedth
transaction structures are feasible but market participants would favor one over the other,
the market participant transaction structure would be used. If both transaction sgructur
are feasible and used by market participants, additional analgsisl beperformed to
estimate which transaction structure is likely to result in higher proceeds, net of taxes, to
the seller.

345 One method ofquantifying the gross proceeds under nentaxable versus taxable
transaction is to construdiscounted cash flowmsnder each scenaras is illustrated in
schedules3.51 3.9. For a nontaxable modékchedule3.5), the task érce recommends
consideringhe following general guidelines:

1 Revenue and cash operating expensesd tofollow managemerds PFI and
reflect assumptions consistent with a market participant perspéstieschedule
3.4).

%" Entities may need to consult with tax professionals to determine the feasibility of specific tax structures.
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1 Tax depreciation and amortizationeeds tobe reflected through the discrete
period cash flowdased on the assetarryovertax basis (Note Identifying tax
depreciation and amortization amounts often requires the assistance of entity tax
personnel or external aders).

1 Depreciation and capital expenditures are often equal in the terminal period
calculation under the presumption that all amounts expended for capital
investment will eventually be recovered through depreciation deducktioaeme
cases, capital expenditures may exceed depreciation in the terminal period for
those companies involved in capital intense industimesvhich large capital
outlayszgor machinery and equipment are required to sustain growth as depicted in
the PFI

1 The remaining benefit relating to the amortizatioarfryoverintangibles beyond
the discrete periodeeds to béncluded on a present value basis as a lump sum
addition to concluded fair value of invested capital. Note that this is not the
typical Internal Revenue CodeéRC) Sedion 197 benefit that is found in purchase
allocationsand llustrated in the taxabl@iscounted cash flom schedule3.7. The
benefits of the carryover tax amortization may extend beyond the discrete period
reflected in thePFI, buttheydo not represent a benefit that will be available into
perpetuitybecausethe underlying intangible assets have a finite period of tax
amortization, usually 15 years per IRC @@t 197. Therefore the benefit
reflected in the nontaxable maddmly reflects the tax benefits associated with the
carryover amortization of intangible assets.

1 Other tax attributes such as net operating loss carry formasets tobe reflected
in the DCF subject to IRC Sdion 382 limitations. Note that these amouate
includedin the analysis even if the entity has a full valuation allowance against
the deferred tax asset associated with this amount as the market participant would
make the determinatioaboutthe potential tilization of these attributes, not the
seller.

1 The present value of trenticipated future€ost savings attributable to synergies is
included as an additionabmponenbf valuebecausét is not otherwise reflected
in theDCF method

3.46 The task forceecommends that the followirgdditionalguidelines be consideredrfa
taxable mode{schedule3.7):

8 Capital expenditures may be slightly higher than depreciation in the perpetuity calculation if this calculation
reflects an element of inflation. In this case, the cash outflow of capital expenditures represents current dollars
expended whereas the degiation recovery represents historical cost basis.
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3.48

91 Depreciation needs toflow through a depreciation waterfall utilizing an
appropriate allocation of stepped u@x basis to their respectivdodified
Accelerated CosRecovery Systernategory(seeschedule3.7.1).

1 The analysiswould not reflect a separate line item for amortizatiblote this
difference compared to the nontaxable mddsgtedule3.51).

1 The benefit relating to the amortization of intangibts be reflected on a
present value basis as a lump sum addition to concluded fair value of invested
capital. Note that this is the same as the typical IRCtiSecd 97 benefit thats
observedn purchase allocations

Reference is made to the followjischedule:
Schedule3.96 Analysis of Assumed Transaction Structure

This schedule measures the expected net proceeds from an assumed nontaxable and
taxable transaction with the structure producing the highest assumed net proceeds serving
as the basis for éhtransaction structure assumption undeXG€& method.

As discussed iparagrapl8.39, FASB ASC350-20-35-25 requires that before estimating

the fair value of a reporting unit, an entity should determine whether that estimation
assumes that the unit could be bought or sold in a nontaxable transaction or a taxable
transaction. Schedul8.9 summarizes the nontaxebversus taxable assumption when
measuring the fair value of the East Reporting Unit.

Using a Market Approach to Estimate Fair Value of a Reporting Unit

3.49

3.50

The schedules in this chapter are provided only to demonstrate concepts discussed in this
guideand are not intended to establish requirements. Furthermore, the assumptions and
inputs used in these schedules are illustrative only and are not intended to serve as
guidelines. Facts and circumstances for each individual situation should be considered
when performing a valuation and not all schedules illustrated may be required in all
cases.

Refeence is made to the following schedules:

Schedule3.106 Market Approach: Guideline Public Company Method

This schedul@resents the application of selectpddeline company market multiples to
the subject reporting uidi financial metrics. The multiples are weighted, and cash and

nonoperatingassets are added to arrive at an indicated fair value for this approach on a
marketable, minority basis.
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3.52

Schedule3.10.16 Market Approach: Guideline Public Company Methodd Analysis
of Guideline Group

This schedule presents market multiple calculations for each identified guideline
company. The schedule shows the high, mean, mediah low multiples for each
dataset, wloh consists of both historical and forward looking multiples. Selected
multiples for each data set are also shown.

Schedule3.10.286 Market Approach: Guideline Public Company Methodd Metrics
Analysis

This schedule presents a comparison of financial dateaidn guideline company to the
subject reporting unit. Measures of size, profitahityd growth are included.

Schedule3.110 Market Approach: Guideline Transaction Methodd Indication of
Value

This schedule presents the application of selected guidedingaction market multiples

to the subject reporting ufdtfinancial metricsThe multiples are weighted, and cash and
nonoperatingassets are added to arrive at an indicated fair value for this approach on a
marketable, control basis.

Schedule3.11.18 Market Approach: Guideline Transaction Methodd Transaction
Data

This schedule presents market multiple calculations for each identified guideline
transactionThe schedule shows high, mean, medéad low multiples for each dataset.
Selected multiples for el data set are also shown, as are control premiums for each
transactionin which such information was disclosed.

As described iIlFASB ASC 820-10-55-3A, the market approach uses prices and other
relevant information generated by market transactions involving identical or comparable
(that is, similarjassetsliabilities, or a group of assets and liabilities, sucladmisiness.

The market approach bast#® value measurement on what other simdatities or
comparable transactions indicate the value to be.

Two commonly used market comparable meth@msmeasuring the fair value of a
reporting unitare theguideline public companymethodand theguideline transaction
method The guideline public company method comparesthe stockprices of public
companies to the subjeporting unit Performance metricsuch as pricerevenues or
price, or earnings before interest, taxes, depreciation, and amortiZ&BITDA), are
calculated for each public companyhese metrics are theanalyzed, adjusted if
appropriate, and applied to thsubject reporting unifs performancemetrics The
guideline transaction method is similar, butit uses recenimerger and acquisition
transaction data for acquisitions of target companies that are similar tsulbect
reporting unit
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Considerations in Applying the Guideline Public Company Method
Identification of Guideline Public Companies

3.53 Due to Securities and Exchange Commissimporting requirements focompanies
whose stock igublicly traded in the bited States information aboufpricing, trading,
and financial data fahosecompaniess readily availablelt is possible to obtain pricing,
trading and financial data for companigadinginternationallyin other jurisdictions, as
well. The task érce believes that guideline compan stockwould need tohave
sufficient trading volume such that tiradingprices arendicative ofanactivemarket.

3.54 When identifying guidelinepublic companies to be used in a market appro#cis,

helpful toconsidewh at makes a company fAcomparabl e, o
the subject reporting uniOperational and financial characteristics are considered to be
factors of comparabilitand help determine those companies that have the most similar
earnings capacity and relative levels of investment. ddlny sources of public
company data are searchable by these key factors that can aid in identifyingapotenti
guideline public companieEactors of comparability often include
1 Similar operationakharacteristicssuch as the following

0 Same industry or sector (NAI@s SIC code)

0 Similar lines of business

0 Geographic reach fqr example, domestic versus international versus
multinational)

0 Similar customers and distribution channels
0 Contractualersusnoncontractual sales
0 Seasonality of the business

0 Similarity of busines cycle for example,short cycle characterized by ever
changing technologyersudong cycle driven by changes in commodity pricing)

0 Similar stage of business life cycle (start up, high growth, madandesdforth)

0 Similar operating constraintsfof example, reliance or dependence on key
customers or government regulations)

2 As of the date of publication of this guide, thijsdrty data vendors and publications included, but were not
limited to, CapitalQ, MergerStat, Bloomberg, FactSatd Compustat.
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3.56

1 Similarfinancialcharacteristicssuch as the following

o0 Similar size for examplerevenues, assets, orarket capitalizationif subject is
public)

o0 Similar profitability for example, EBITDA, operating margin, contribution
margin)

0 Similar expected future growth in revenues and profits
0 Similar assebase(for examplemanufacturing versus service business

0 Similar pattern of owningversus leasing real properties, machinergnd
equipment(for example, an entity that owns its manufacturing operations versus
one that leases the building and machinery used for its operations)

0 Similarity of depreciation and amortization policies

o0 Similarity of inventory policies lést in, first out[LIFO] versusfirst in, first out
[FIFQ])

The process of selecting appropriate guideline companies will often include an analysis
that summarize the comparability of financiastatistics,such assize, profitability and
growth, between the guideline companiesand the subject reporting unit. Other
comparative financlaratios may also be includedhis type of ratio analysis is also
useful in selecting relevant market multiples to apply to the subject reporting unit.

Not all of the factordisted in paragrapt3.54 will be applicable in every circumstance,
and there may be other important facttwsconsider some of vimich may be industry
specific. When performing the analysithe factors of comparabilitgre determined, and
public companydatais screened to identify the best set of guideline public companies
that meet these criteria.

Number of Guideline Companies Selected for Comparison

3.57

The number of guideline companies identified will vary based on facts and
circumstancesWhile in some cases there may be only one or two public companies that
are consideredloselycomparabldo the subject reporting unin many cases there will

be more.Furthermorethere may be public companies that exhibit some, but not all, of
the factors of comparability. There also may bsituationsin which a primary set of
guideline companies may be accompanied by a secondary, less comparable, but
corroborating set of guideline companider(example,a primary set of guideline
companies could be apparel retailers focusedholdrerts clothing, and the secondary
corroborating set might be all apparel retailers of similar size, granthprofitability to

the subjectreporting unit regardless of consner focus) In all cases, the guideline
companies selectatked toreflect companies that asaifficiently similar to thesubject
reporting unit being tested.
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How to Calculate Multiples and Which Multiples to Use

3.58 Once the guideline companies haveréentified, financial information is gathered on
each, and comparative metrics that can be applied to the subject reporting unit are
calcul ated. These metrics, c ommo ankerprise al | ed
value or market value of eduito an underlying financial data point such as revenue,
EBITDA, net incomeor book value. Multiples commonly used include:

 Enterprisevalue® (EV) (excluding cash) to EBITDA

1 EV (excluding cashjo earnings before interest and taxes
1 EV (excluding cashjo revenues

1 EV (excluding cashjo book value of assets

1 EV (excluding cashio debtfree cash flow

1 Market value of equity (MVE) to net income

1 MVE to book value of equity

3.59 These multiples can be calculated on a historical basis amarth looking basis. The
selection of historicalersusforward looking multiplesequiresjudgmentaboutwhich
measure(s) are most likely indicative of a normalized level of operations going forward.

3.60 Historical basis multiples may includbe latestfiscal year and latesttwelve months
(LTM) or historical averagesuch aghe averageof thelastthreeyears Forward looking
multiples may includéhe estimatedcurrentfiscal year, next twelve months (NTM),next
fiscalyear, or futurefiscalyears(two or three years into the future).

3.61 It is important to apply mitiples consistently between guideline comparaed subject
reporting units.For example LTM multiples would beapplied to the subjectporting
unités LTM performance. NTM mulpleswould beapplied to the subjeceporting unis
NTM expected performancé. would not be appropriate to applzTM multiples to the
subjectreporting unifs expected future performance. It should be noted that in order to
use forward looking multipe it is necessary to obtain estimatés example from
analystéreports,of futureperformance of each guideline company.

%0 The numerator of aenterprise value (EV) multiple is calculated as follows: stock price times the number of
shares outstanding, plus preferred shares, plus minority interest, plus the fair value of debt. In this guide, it is
assumed, as a practical expedient, that wherulegileg guideline company EV multiples, the book value of a
guideline companyds debt is an estimate of its fair v
enterprise value is also referred to as market value of invested capital or tattdneapital.

311t should be noted that external data sources may already exclude cash in their calculation of EV in which
case the adjustment may not be necessary. However, as defined in the glossary, for purposes of this guide, EV is
considered to incluelcash and cash equivalents.
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3.62

3.63

3.64

3.65

3.66

When calculating multiple€V multiples are typically paired witenterprise levébased
financial metrics for example,revenuesor EBITDA), and equity market values are
typically paired with equitybased financial metricgar example,net income and book
value of equity). The financial metrics that are applicable tostligectreporting unit
valuation are selected basedn the subject reporting unis industry, stage of
development, growth, profitabilityand other relevant factors.

WhenEYV is calculated net of cash, the value that results from applying this multiple to
the subject reporting unit would also excluthe value of the subject reporting ugit
cash. When this is the case, the subject reportingswashs added to the results of the
market approach.

There may besituationsin which adjustmentgo a guideline company faronoperating
assetsare necessary foidentifiable items such asnvestments in an unconsolidated
subsidiary or joint venture accounted for under the equity method, unused land adjacent
to plant or facility, orcorporate headquarters located in an area where the price of real
edate is highThe objective for making theseéjastments is to enhance the comparability
between thguideline companies aritde subjecteporting unit

Nonfinancial metrics are sometimes usednd areusually industryspecific Examples
include the fdowing:

1 Price per subscriber in the cable industry
1 Price per bed in the hospital industry
1 EVtoresearch and developmenvestment in the biopharmaceuticals industry

1 Other industryspecific metrics

In addition, with many eartgtageentities some traditional metrics cannot be used
because thentitieshave not yet earned a profit, alderefore nonfinancial metrics may
be used in conjunction with the limited number of usable financial metietaskforce
observes that when using thesgetrics it is important to corroborate with other
methodologies.

Adjustments to Guideline Public Company Multiples to EnhanceComparability

3.67

The purpose of making adjustments to observable multiples is to put the guideline
company on a more comparable basis tostiigectreporting unit.If identified guideline
companies exhibit certain differences to thebjectreporting unit but are othervas
deemed to be reasonably good comparative benchmarks, the observable multiples for the
guideline companies can be adjusted to account for these differ&umsadjustments

relate to factorsincluding, profitability, expected growth, size, working calpita
nonrecurringor nonoperatingncome or expenseer differences in accountirplicies.
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3.68

For example an adjustment for differences in accounting policyhis tise of a LIFO
versusFIFO inventory methodUsing different cost methods resiitdifferent cost of
goods sold and operating profit margiim casesn whichall of the guideline companies

use one methoddr example FIFO) but the subject reporting unisesLIFO, it may be
necessaryo adjust the subject reporting uisitoperating margims if it had been using
FIFO, if the information is available to do so, and the adjustment would result in a
material difference in valuation. In other situations, guideline companies using LIFO may
be adjusted to FIFO, if the subject reporting unit i$=tfO, and the information exists in

the public filings to make the adjustment for the guideline company.

Adjustments to Subject Reporting Unit Financial Data

3.69

Market multiplesareapplied to subject reporting unit financial data that is considered to
be @ nor matharefore thdicatimenotia normal level of operations going forward.
Potential adjustments to subject reporting unit financial data that is not already on a
normalized basis are infrequent, but might incltidefollowing

1 Removal ofnonoperatingncome or expenses associated witmoperatingssets
or liabilities of thesubjectreporting unit

1 Removal of significanhonrecurriig income or expensefof examplea onetime
restructuring charge)

1 Removal of intercompany management fees that are not indicative of expenses
thesubjectreporting unit would incur if it operated on a staaldne basis

9 Addition of imputed expenses that are not charged by corporate twuliect
reporting unit but that wuld be incurred by that reporting unit if it were operating
on a standhalone basisf¢r exampleroyalty for use of the corporate brand name)

Elimination of Multiples That Ar eNofiMeaningfulo

3.70

3.71

Once multiples have been calculated they are analyzednéaningfulness. Outliers
considered to @Ereelimimedfromtheadata sey Foudxampleblic
companies in distress whose earnings have fallen faster than their stock price may have a
very highEV/EBITDA multiple. In a set oten guideline companies witEV/EBITDA
multiples ranging from 8x to 10x for nine of the companies, and with one outlier of 30x
EBITDA for a guideline company in distress, the outigsgliminated from consideration,
assuming the subject reporting unit is also in distress.

In general, multiples for a dataset of guideline companiesatieain a narrowangeare
generally better indications of value than a dataset of multiples that exhibit wide
dispersion. Statistical measures can be calculated &t assinalyzing the dispersion of
multiples within a dataset, though statistical calculations are not required if the analysis
can be performed through other medosexamplegualitative assessments.
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