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About This AICPA Accounting and Valuation Guide
This AICPA Accounting and Valuation Guide has been developed by the AICPA
Impairment Task Force (task force) and AICPA staff. This guide provides
guidance and illustrations for preparers of financial statements, independent
auditors, and valuation specialists1 regarding the accounting, valuation, and
disclosures related to goodwill impairment testing.2 The valuation guidance in
this guide is focused on measuring fair value of a reporting unit for financial
reporting purposes.

The financial accounting and reporting guidance contained in this guide has
been reviewed and approved by the affirmative vote of at least two-thirds of the
members of the Financial Reporting Executive Committee (FinREC), which is
the designated senior committee of the AICPA authorized to speak for the
AICPA in the areas of financial accounting and reporting. Conforming changes
made to the financial accounting and reporting guidance contained in this guide
will be approved by the FinREC Chair (or his or her designee). Updates made
to the financial accounting and reporting guidance in this guide exceeding that
of conforming changes will be approved by the affirmative vote of at least
two-thirds of the members of FinREC.

This guide

• identifies certain requirements set forth in the Financial Accounting
Standards Board (FASB) Accounting Standards Codification® (ASC).

• describes FinREC’s understanding of prevalent or sole practice con-
cerning certain issues. In addition, this guide may indicate that
FinREC expresses a preference for the prevalent or sole practice, or
it may indicate that FinREC expresses a preference for another

1 Although this guide uses the term valuation specialist, Statement on Standards for
Valuation Services No. 1, Valuation of a Business, Business Ownership Interest, Security, or
Intangible Asset (AICPA, Professional Standards, VS sec. 100), which is a part of AICPA
Professional Standards, defines a member who performs valuation services as a valuation
analyst. The term valuation specialist, as used in this guide, is synonymous to the term
valuation analyst, as used in AICPA Professional Standards.

When referring to the valuation specialist in this guide, it is commonly presumed that the
valuation specialist is an external party, but if individuals within the entity possess the
abilities, skills, and experience to perform valuations, they can also serve in the capacity of a
valuation specialist.

2 On July 1, 2013, the Financial Accounting Standards Board (FASB) issued for public
comment several Private Company Council (PCC) proposals that address private company
stakeholder concerns raised about the relevance and complexity of certain aspects of U.S.
generally accepted accounting principles (GAAP).

One of the proposals, Proposed Accounting Standards Update Intangibles—Goodwill and
Other (Topic 350): Accounting for Goodwill (a proposal of the Private Company Council), which
is derived from PCC Issue No. 13-01B, Accounting for Goodwill Subsequent to a Business
Combination, would permit amortization of goodwill and a simplified goodwill impairment
model. This would enable private companies that elect the accounting alternative within GAAP
to amortize goodwill on a straight-line basis over the useful life of the primary asset acquired
in a business combination, not to exceed 10 years. Goodwill would be tested for impairment only
when a triggering event occurs that would indicate that the fair value of an entity may be below
its carrying amount. Moreover, goodwill would be tested for impairment at the entity-wide level
as compared to the current requirement to test at the reporting unit level.

Please refer to the FASB website for the latest information regarding the status of this
project: www.fasb.org/cs/ContentServer?c=Page&pagename=FASB%2FPage%2FSectionPage&
cid=1351027243076.
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practice that is not the prevalent or sole practice; alternatively,
FinREC may express no view on the matter.

• identifies certain other, but not necessarily all, practices concerning
certain accounting issues without expressing FinREC’s views on
them.

• provides guidance that has been supported by FinREC on the ac-
counting, reporting, or disclosure treatment of transactions or events
that are not set forth in FASB ASC.

Accounting guidance for nongovernmental entities included in this AICPA
Accounting and Valuation Guide is a source of nonauthoritative accounting
guidance. FASB ASC is the authoritative source of U.S. accounting and report-
ing standards for nongovernmental entities, in addition to guidance issued by
the Securities and Exchange Commission. AICPA members should be prepared
to justify departures from U.S. generally accepted accounting principles, as
discussed in Rule 203, Accounting Principles (AICPA, Professional Standards,
ET sec. 203 par. .01). In addition, AICPA members who perform engagements
to estimate value that culminate in the expression of a conclusion of value or
a calculated value are subject to the requirements of AICPA Statement on
Standards for Valuation Services.

This guide does not include auditing guidance;3 however, auditors may use it
to obtain an understanding of the accounting requirements and the valuation
process applicable to goodwill impairment testing.

Recognition

Impairment Task Force (2009–2013)

(members when this edition was
completed)

Greg S. Franceschi, Co-Chair

Michael J. Morrissey, Co-Chair

Lawrence N. Dodyk

(past members who contributed to
this edition)

Alfred M. King

Mark Mahar

Kenneth Marceron

3 In October 2011, the AICPA Auditing Standards Board (ASB) issued Statement on
Auditing Standards (SAS) No. 122, Statements on Auditing Standards: Clarification and
Recodification (AICPA, Professional Standards), which contains 39 clarified SASs and super-
sedes all outstanding SASs through SAS No. 121, except for 8 SASs. SAS No. 122 represents
the redrafting of existing SASs to apply the ASB’s clarity drafting conventions and to converge
with International Standards on Auditing. SAS No. 122 is effective for audits of financial
statements for periods ending on or after December 15, 2012. Refer to individual sections for
specific effective date language.

AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting
Estimates, and Related Disclosures (AICPA, Professional Standards), addresses the auditor’s
responsibilities relating to accounting estimates, including fair value accounting estimates and
related disclosures, in an audit of financial statements. This section supersedes AU section 342,
Auditing Accounting Estimates (SAS No. 57), and AU section 328, Auditing Fair Value
Measurements and Disclosures (SAS No. 101). AU-C section 540 combines the requirements and
guidance from AU section 342 (SAS No. 57) and AU section 328 (SAS No. 101), but it does not
change or expand those standards in any significant respect.

Auditors may also find it helpful to refer to the AICPA Audit Guide Special Considerations
in Auditing Financial Instruments, which, among other things, addresses the auditor’s respon-
sibilities relating to auditing accounting estimates, including fair value accounting estimates,
and related disclosures.
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Yelena Mishkevich
Senior Technical Manager

Accounting Standards

Daniel J. Noll
Director

Accounting Standards

Guidance Considered in This Edition
Authoritative guidance issued through May 1, 2013, has been considered in the
development of this edition of the guide.

This guide includes relevant guidance issued up to and including the following:

• FASB Accounting Standards Update No. 2013-11, Income Taxes
(Topic 740): Presentation of an Unrecognized Tax Benefit When a Net
Operating Loss Carryforward, a Similar Tax Loss, or a Tax Credit
Carryforward Exists (a consensus of the FASB Emerging Issues Task
Force)

• AICPA’s Statement on Standards for Valuation Services No. 1, Valu-
ation of a Business, Business Ownership Interest, Security, or Intan-
gible Asset (AICPA, Professional Standards, VS sec. 100)

Readers of this guide should consider guidance issued subsequent to those
items listed previously to determine their effect on entities covered by this
guide. In determining the applicability of recently issued guidance, its effective
date should also be considered.

AICPA.org Website
The AICPA encourages you to visit its website at www.aicpa.org and the
Financial Reporting Center at www.aicpa.org/FRC. The Financial Reporting
Center supports members in the execution of high-quality financial reporting.
Whether you are a financial statement preparer or a member in public practice,
this center provides exclusive member-only resources for the entire financial
reporting process and provides timely and relevant news, guidance, and ex-
amples supporting the financial reporting process, including accounting, pre-
paring financial statements, and performing compilation, review, audit, attest,
or assurance and advisory engagements. Certain content on AICPA websites
referenced in this guide may be restricted to AICPA members only.
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.01 Financial Accounting Standards Board (FASB) Accounting Standards
Codification (ASC) 350, Intangibles—Goodwill and Other, requires an annual
impairment test of goodwill, at a level of reporting referred to as the reporting
unit. According to FASB ASC 350, entities have the option to first assess
qualitative factors to determine whether it is necessary to perform the first step
of the two-step goodwill impairment test. In other words, entities are not required
to calculate the fair value of a reporting unit unless it is more likely than not that
the reporting unit’s fair value is less than its carrying amount. Alternatively,
entities have an unconditional option to bypass the qualitative test and perform
the first step of the goodwill impairment test directly. 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.

.02 This guide provides nonauthoritative accounting and valuation guid-
ance for impairment testing of goodwill. Specifically, it focuses on practice issues
related to the qualitative assessment and the first step of the two-step test. This
guide addresses such issues as identifying reporting units and assigning assets
and liabilities to a reporting unit. It also describes the framework for performing
the optional qualitative assessment and illustrates one approach of performing
it. 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 two-step goodwill impairment test.

.03 Measuring fair value requires a specialized skill either within the
entity or by using an external valuation specialist. Regardless of whether fair
value measurements are developed by management or a third party, manage-
ment is responsible for the fair value measurements that are used to prepare the
financial statements and for underlying assumptions used in developing these
fair value measurements.Auditors are expected to understand how the valuation
techniques used for measuring fair value comply with the requirements of FASB
ASC 820, assess reasonableness of the inputs, assumptions and valuations, and
evaluate adequateness of the related disclosures. This guide will help preparers,
auditors, and valuation specialists understand the requirements of FASB ASC
350 and FASB ASC 820 and the valuation techniques used when testing goodwill
for impairment.

.04 This guide does not provide an in-depth discussion of the requirements
of FASB ASC 820, but rather describes the impact its requirements have on the
assumptions and techniques used to value reporting units when testing goodwill
for impairment.This guide provides examples, discussions, and illustrations of the
approaches and techniques used most often in practice for measuring the fair
value of reporting units, specifically the discounted cash flow method, the guide-
line public company method, and the guideline company transactions method.

.05 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 part of a reporting unit.

Introduction 1
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Concepts and Application of Financial
Accounting Standards Board Accounting
Standards Codification 820

1.01 Financial Accounting Standards Board (FASB)1 Accounting Stan-
dards Codification (ASC) 820, Fair Value Measurement, defines fair 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 2, “Accounting Considerations When Testing Goodwill for Impair-
ment;” chapter 3, “Qualitative Assessment;” and chapter 4, “Measuring Fair
Value of a Reporting Unit,” of this guide. The sections “Applying FASB ASC 820
Valuation Techniques to Reporting Units” and “Applying FASB ASC 820 Frame-
work to Reporting Units” in this chapter 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 stated in FASB ASC 820-10-05-1B

[f]air value is a market-based measurement, not an entity-specific
measurement. For some assets and liabilities, observable market
transactions or market information might be available. For other
assets and liabilities, observable market transactions and market
information might not be available. However, the objective of a fair
value measurement in both cases is the same—to estimate the price
at which an orderly transaction to sell the asset or to transfer the
liability would take place between market participants at the mea-
surement date under current market conditions (that is, an exit price
at the measurement date from the perspective of a market partici-
pant that holds the asset or owes the liability).

1.03 FASB ASC 820-10-05-1C further explains that

[w]hen a price for an identical asset or liability is not observable, a
reporting entity measures fair value using another valuation tech-
nique that maximizes the use of relevant observable inputs and
minimizes the use of unobservable inputs. Because fair value is a
market-based measurement, it is measured using the assumptions
that market participants would use when pricing the asset or liabil-
ity, including assumptions about risk. As a result, a reporting entity’s
intention to hold an asset or to settle or otherwise fulfill a liability is
not relevant when measuring fair value.

1 Words or terms defined in the glossary are set in italicized type the first time they appear
in the body of this guide.

Concepts and Application of FASB ASC 820 3
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1.04 FASB ASC 820 codifies a number of fair value concepts, representing
the framework for fair value measurement in financial reporting. These con-
cepts include the following:

• Fair value definition. Under FASB ASC 820, fair value is defined as
“[t]he price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at
the measurement date.” Under this definition, fair value is an exit
price from a market participant perspective.

• The asset or liability. According to paragraphs 2B–2E of FASB ASC
820-10-35

35-2B A fair value measurement is for a particular asset or
liability. Therefore, when measuring fair value a reporting
entity shall 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 measure-
ment date. Such characteristics include, for example, the fol-
lowing:

a. The condition and location of the asset

b. Restrictions, if any, on the sale or use of the asset.

35-2C The effect on the measurement arising from a particular
characteristic will differ depending on how that characteristic
would be taken into account by market participants....

35-2D 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 group of assets
and liabilities (for example, a reporting unit or a busi-
ness).

35-2E Whether the asset or liability is a standalone asset or
liability, a 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 shall be determined in accordance with the Topic
that requires or permits the fair value measurement, except as
provided in this Topic [FASB ASC 820].

• The transaction. Paragraphs 3 and 5 of FASB ASC 820-10-35 state

35-3 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 conditions.

35-5 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 the asset or liability

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

Paragraphs 5A–6C of FASB ASC 820-10-35 provide further discus-
sion on identifying the principal (or most advantageous) markets.

4 Testing Goodwill for Impairment
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• Market participants. FASB ASC 820-10-35-9 provides that

[a] reporting entity shall 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 their economic best interest. In
developing those assumptions, a reporting entity need not
identify specific market participants. Rather, the reporting
entity shall identify characteristics that distinguish market
participants generally, considering factors specific to all of the
following:

a. The asset or liability

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

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

• The price. According to FASB ASC 820-10-35-9A

[f]air value is the price that would be received to sell 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 (that is, an exit price)
regardless of whether that price is directly observable or esti-
mated using another valuation technique.

• Valuation techniques.2 As stated in FASB ASC 820-10-35-24A

[t]he objective of using a valuation technique is to estimate the
price at which an orderly transaction to sell the asset or to
transfer the liability would take place between market partici-
pants at the measurement date under current market condi-
tions. Three widely used valuation techniques are the market
approach, cost approach, and income approach. The main as-
pects of those approaches are summarized in paragraphs 820-
10-55-3A through 55-3G. An entity shall use valuation tech-
niques consistent with one or more of those approaches to
measure fair value.

• Fair value hierarchy. As indicated in FASB ASC 820-10-35-37

[t]o increase consistency and comparability in fair value mea-
surements and related disclosures, this Topic [FASB ASC 820]
establishes a fair value hierarchy that categorizes into three
levels ... the inputs to valuation techniques used to measure fair
value. The fair value hierarchy gives the highest priority to

2 Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC)
820, Fair Value Measurement, refers to valuation approaches and valuation techniques.
However, Statement on Standards for Valuation Services (SSVS) No. 1, Valuation of a Business,
Business Ownership Interest, Security, or Intangible Asset (AICPA, Professional Standards, VS
sec. 100), refers to valuation approaches and methods (not techniques). SSVS No. 1 defines
valuation method as, within approaches, a specific way to determine value. This definition 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 company transactions method, and discounted cash flow method).
As a result, this guide uses the terms technique and method interchangeably to refer to a
specific way of determining value within an approach.
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quoted prices (unadjusted) in active markets for identical as-
sets or liabilities (Level 1 inputs) and the lowest priority to
unobservable inputs (Level 3 inputs).

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

• Highest and best use. Paragraphs 10A-10C of FASB ASC 820-10-35
indicate that

35-10A A fair value measurement of a nonfinancial asset takes
into account a market participant’s ability 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.

35-10B The highest and best use of a nonfinancial asset takes
into account the use of the asset that is physically possible,
legally permissible, and financially feasible...

35-10C Highest and best use is determined from the perspec-
tive of market participants, even if the reporting entity intends
a different use. However, a reporting entity’s current use of a
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.

• Valuation premise for nonfinancial assets. FASB ASC 820-10-35-10E
states

The highest and best use of a nonfinancial asset establishes the
valuation premise used to measure the fair value of the asset,
as follows:

a. The highest and best use of a nonfinancial asset might
provide maximum value to market participants through
its use in combination with other assets as a group (as
installed or otherwise configured for use) or in combina-
tion 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 assets or with other
assets and liabilities, the fair value of the asset is
the price that would be received in a current trans-
action to sell the asset assuming that the asset
would be used with other assets or with other assets
and liabilities and that those assets and liabilities
(that is, its complementary assets and the associ-
ated liabilities) would be available to market par-
ticipants.

2. Liabilities associated with the asset and with the
complementary assets include liabilities that fund
working capital, but do 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 shall be consistent for all of the
assets (for which highest and best use is relevant)
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of the group of 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 asset
is to use 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.

As indicated in FASB ASC 820-10-35-11A

[t]he fair value measurement of a nonfinancial asset assumes
that the asset is sold consistent with the unit of account
specified in other Topics (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 it
in combination 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
Reporting Units

1.06 As indicated in paragraph .04 of the AICPA’s Statement on Stan-
dards for Valuation Services (SSVS) No. 1, Valuation of a Business, Business
Ownership Interest, Security, or Intangible Asset (AICPA, Professional Stan-
dards, VS sec. 100), in the process of estimating value, the valuation specialist
applies valuation approaches and valuation methods and uses professional
judgment. The use of professional judgment is an essential component of
estimating value. Also, it is important for the valuation specialist to consider
facts and circumstances specific to the reporting unit being valued.

1.07 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 transaction between market
participants at the measurement date. Valuation approaches used to measure
the fair value of a reporting unit may be classified broadly as income, market,
and asset.3 FASB ASC 820-10-35-24 states that “[a] reporting entity shall use
valuation techniques that are appropriate in the circumstances and for which
sufficient data are available to measure fair value, maximizing the use of
relevant observable inputs and minimizing the use of unobservable inputs.”
Therefore, when valuing a reporting unit for goodwill impairment testing
purposes, all three approaches should be considered and the approach or
approaches that are appropriate under the circumstances should be selected.

3 FASB ASC 820 describes three valuation approaches—income, market, and cost. The
concepts underlying these approaches apply broadly to the valuation of discrete assets and
business entities. Within FASB’s cost approach concept, practitioners distinguish valuations of
individual assets and business entities by using different 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 entities. The International Glossary of Business Valuation
Terms, which has been adopted by a number of professional societies and organizations,
including the AICPA, and is included in appendix B of SSVS No. 1, defines asset approach as
a general way of determining a value indication of a business, business ownership interest, or
security using 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).
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1.08 Each of the three approaches can be used to measure fair value of
a reporting unit for goodwill impairment testing. As provided in FASB ASC
820-10-35-24B

[i]n some cases, a single valuation technique will be appropriate.... In
other cases, multiple valuation techniques will 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) shall be evaluated
considering the reasonableness 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

1.09 As stated in FASB ASC 820-10-55-3F, “[t]he income approach con-
verts 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 obtains its conceptual support from its
basic assumption that value emanates from expectations of future income and
cash flows.

1.10 The income approach may be used to estimate the fair value of the
reporting unit. Whereas the market approach is based on market data which
may need to be adjusted for any differences between the selected comparable
entities and the subject reporting unit, the income approach is often based on
unobservable inputs. As stated in FASB ASC 820-10-35-54A

[a] reporting entity shall develop unobservable inputs using the best
information available in the circumstances, which might include the
reporting entity’s own data. In developing unobservable inputs, a
reporting entity may begin with its own data, but it shall adjust those
data if reasonably available information indicates that other market
participants would use different data or there is something particular
to the reporting entity that is not available to other market partici-
pants (for example, an entity-specific synergy).

1.11 The valuation technique commonly used in applying the income
approach to value a reporting unit is the discounted cash flow (DCF) method.
The DCF method requires estimating future economic benefits and applying a
market participant 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 the asset being valued4 over a discrete period,
followed by the application of a terminal value at the end of the discrete period.
However, future economic benefits could take other forms under specific cir-
cumstances (for example, a lump sum payment at a particular time in the
future without any interim cash flows). There are many considerations in
applying the income approach. A detailed discussion and an illustration of the
DCF method are included in paragraphs 4.21–.42, 4.86–.87, and schedules
4.1–4.9 of the “Comprehensive Example” section.

4 The asset being valued could be a single asset, a collection of assets, or an entire entity.

8 Testing Goodwill for Impairment

AAG-GDW 1.08



Market Approach

1.12 As stated in FASB ASC 820-10-55-3A, “[t]he market approach uses
prices and other relevant information generated by market transactions in-
volving identical or comparable (that is, similar) assets, liabilities, or a group
of assets and liabilities, such as a business.” The market approach bases the fair
value measurement on what other similar entities or comparable transactions
indicate the value to be.

1.13 The market approach can be used to value a reporting unit provided
that appropriate market data can be identified. The market approach bases the
fair value measurement on the information obtained from observed trading
prices and transaction terms of comparable entities, comparing and contrasting
their characteristics and using information from the observed prices of the
comparable entities to benchmark the fair value measurement.

1.14 Two commonly used valuation techniques for measuring the fair
value of a reporting unit under the market approach are the guideline public
company method and the guideline company transactions method. The guide-
line public company method compares pricing metrics based on the stock prices
of public companies to the subject reporting unit. These pricing metrics, such
as price-to-revenues or price-to-earnings before interest, taxes, depreciation,
and amortization (EBITDA), are calculated for each public company. These
metrics are then analyzed, adjusted if appropriate, and applied to the subject
reporting unit’s figures. The guideline company transactions method is similar,
but it uses recent merger and acquisition transaction data for acquisitions of
target companies that are similar to the subject reporting unit.

1.15 The ability to apply a market approach may be limited by the
availability of guideline publicly traded entities and market data for compa-
rable transactions. However, even if a market approach is deemed to be
appropriate because suitable data is available, adjustments to the market
multiples are normally necessary to reflect the differences in the level of
comparability between the guideline entities and the subject reporting unit.
Control premiums5 ,6 may also need to be considered.

1.16 A detailed discussion and an illustration of the guideline public
company method are included in paragraphs 4.44–.72, 4.88, and schedules
4.10–4.10.2 of the “Comprehensive Example” section. A detailed discussion and
an illustration of the guideline company transactions method are included in
paragraphs 4.73–.83, 4.89, and schedules 4.11–4.11.1 of the “Comprehensive
Example” section.

Asset Approach

1.17 The International Glossary of Business Valuation Terms, which has
been adopted by a number of professional societies and organizations, including
the AICPA, and is included in appendix B of SSVS No. 1, defines the asset
approach as “[a] general way of determining a value indication of a business,

5 As of the writing of this guide, the Appraisal Foundation is working on a project regarding
the assessment and measurement of control premiums in valuations for financial reporting.
The purpose of this project is to present views on how to approach and apply certain aspects
of the valuation process appropriate for measuring the fair value of controlling interests in
business enterprises for financial reporting purposes. Please refer to the Appraisal Founda-
tion’s website at www.appraisalfoundation.org for further information about this project and its
status.

6 Control premiums are also frequently referred to as acquisition premiums.
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business ownership interest, or security using one or more methods based on
the value of the assets net of liabilities.”

1.18 The asset approach is used in very limited situations for valuing a
reporting unit. The application of the asset approach entails separate valuation
of each asset and liability within the reporting unit. The fair value of the
reporting unit is the sum of the fair values of its net assets. Each asset or
liability within the reporting unit may be valued using a different valuation
technique (that is, income, market, or cost approach) that is applicable to each
asset or liability within the reporting unit. When using the asset approach, it
is important to consider not only those assets that are recognized on the entity’s
financial statements but also assets that are not recognized on the financial
statements. Examples of applying this approach to value a reporting unit may
be when the reporting unit is a holding company that contains a joint venture
investment and land or is an operating company with earnings that do not
provide a sufficient return on assets.

Applying FASB ASC 820 Framework to Reporting Units
1.19 FASB ASC 820 provides a framework for measuring fair value and

includes key concepts that should be applied when measuring the fair value of
a reporting unit for purposes of the goodwill impairment test. The following
process, which is described in paragraphs 1.20–.28, provides ways of obtaining
information or making assumptions about required information when measur-
ing the fair value of a reporting unit:

• Determine the unit of account

• Determine the valuation premise

• Identify the potential markets

• Determine market access

• Apply the appropriate valuation approaches

• Determine the fair value

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 disaggregated based on U.S.
generally accepted accounting principles requirements. According to FASB ASC
350, Intangibles—Goodwill and Other, the unit of account for goodwill impair-
ment testing is the reporting unit.

Determine the Valuation Premise

1.21 The reporting unit’s highest and best use establishes the valuation
premise used to measure its fair value. After determining the unit of account,
an entity should assess the highest and best use for the reporting unit based
on the perspective of market participants. Entity-specific intentions are not
considered in the measurement of fair value unless those assumptions are
consistent with market participant views.

1.22 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. This decision will affect the fair value of the
reporting unit. For example, if an entity assumes that a market participant
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would continue to operate the reporting unit on a standalone basis, the
reporting unit would be valued as such. Adjustments for market participant
synergies (when it is assumed that the market participant possesses assets that
can be utilized by the reporting unit to enable it to either increase revenues
with the same cost structure or realize lower costs on the same volume) or
additional expenses for items unique to the operations of the reporting unit
would need to be considered.

1.23 If the entity assumes that the market participant would operate the
reporting unit in conjunction with other assets or with other reporting units in
an ongoing business, these factors would be incorporated into the fair value
measurement of each individual reporting unit. See example 4-1, “Incorporat-
ing Market Participant Assumptions in Prospective Financial Information.”

Identify the Potential Markets

1.24 As indicated in FASB ASC 820-10-35-5A, ”[a] reporting entity need
not undertake an exhaustive search of all possible markets to identify the
principal market or, in the absence of a principal market, the most advanta-
geous market, but it shall take into account all information that is reasonably
available.” In order to identify the principal (or most advantageous) market, the
entity would take into account the potential buyers likely to consider acquiring
a controlling interest in the reporting unit at the time of goodwill impairment
testing.

1.25 In making assumptions that may have an impact on the fair value
of the reporting unit, it is helpful to consider the following factors when
identifying the principal (or most advantageous) market:

a. Determine whether the potential market is active, inactive, or re-
cently became inactive.

b. Identify the groups of potential market participants (for example,
strategic or financial buyers) and within those broad categories,
identify subgroups of potential market participants.

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

Although these market factors may provide some pricing information, signifi-
cant adjustments may need to be made when measuring the fair value of
reporting units.

Determine Market Access

1.26 Once an entity has identified the potential market(s) it should assess
whether it has access to these potential markets. As stated in FASB ASC
820-10-35-6A, “the reporting entity must have access to the principal (or most
advantageous) market at the measurement date.” As a result, management
should identify the characteristics of potential market participants and prin-
cipal (or most advantageous) market(s) when measuring fair value.

Apply the Appropriate Valuation Approaches

1.27 Next, an entity would need to apply the appropriate valuation
technique. As discussed in paragraph 1.07, when measuring the fair value of a
reporting unit the income, market, and asset approaches would be considered
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and the approach or approaches that are appropriate under the circumstances
should be selected. Under each approach, various valuation techniques can be
used to measure fair value, and entities may need to consider multiple valu-
ation techniques. In some cases, the fair value measurements related to
reporting units will require a greater level of judgment and subjectivity due to
the lack of existing markets and observable inputs. Entities would need to
document the key assumptions made and techniques used when measuring the
fair value of a reporting unit.

Determine the Fair Value

1.28 Lastly, the entity should assess the results of the various valuation
techniques used and arrive at a fair value measurement for a reporting unit.
The determination of fair value will require judgment. See chapter 4 for an
illustration of how to determine the fair value measurement of a reporting unit
to be used for goodwill impairment testing when both the income and the
market approaches are used.
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Accounting Considerations When Testing
Goodwill for Impairment

Introduction
2.01 The Financial Accounting Standards Board (FASB) Accounting

Standards Codification (ASC) Master Glossary defines goodwill as “[a]n asset
representing the future economic benefits arising from other assets acquired in
a business combination or an acquisition by a not-for-profit entity that are not
individually identified and separately recognized.” (Throughout the remainder
of this guide, the term business combination includes an acquisition by a
not-for-profit entity.) FASB ASC 805-30-30-1 states

[t]he acquirer shall recognize goodwill as of the acquisition date,
measured as the excess of (a) over (b):

a. The aggregate of the following:

1. The consideration transferred measured in accordance
with this Section [FASB ASC 805-30-30], which generally
requires acquisition-date fair value (see paragraph 805-
30-30-7)

2. The fair value of any noncontrolling interest in the ac-
quiree

3. In a business combination achieved in stages, the acquisition-
date fair value of the acquirer’s previously held equity
interest in the acquiree.

b. The net of the acquisition-date amounts of the identifiable
assets acquired and the liabilities assumed measured in accor-
dance with this Topic [FASB ASC 805].

2.02 Goodwill is not amortized, but rather is tested, at least annually,
for impairment at a level of reporting referred to as the reporting unit as
prescribed in FASB ASC 350, Intangibles—Goodwill and Other. FASB ASC 350
permits an entity 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 reporting 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 two-step goodwill impairment test is
unnecessary. 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 the two-step test is
required to be performed. An entity may bypass the qualitative assessment for
any of its reporting units, 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.

2.03 FASB ASC 350-20-55-25 contains the following flowchart which
illustrates the optional qualitative assessment and the two-step goodwill
impairment test.
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Notes:

1. An entity has the unconditional option to skip the qualitative as-
sessment and proceed directly to performing step 1, except in the
circumstance where a reporting unit has a carrying amount that is
zero or negative.
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2. An entity having a reporting unit with a carrying amount that is zero
or negative would proceed directly to step 2 if it determines, as a
result of performing its required qualitative assessment, that it is
more likely than not that a goodwill impairment exists. To perform
step 2, an entity must calculate the fair value of a reporting unit.

2.04 The primary purpose of this chapter is to discuss and illustrate the
accounting requirements of the two-step goodwill impairment test.This chapter
addresses, among other issues, the identification of reporting units, the assign-
ment of assets and liabilities to a reporting unit, and the calculation of the
second step of the goodwill impairment test. Chapter 3, “Qualitative Assess-
ment,” addresses how companies may consider and analyze the qualitative
factors in order to determine whether or not the first step of the goodwill
impairment test should be performed. Entities should assess the totality of
events or circumstances when determining whether it is more likely than not
that the fair value of a reporting unit is less than its carrying amount.

Two-Step Goodwill Impairment Test
2.05 Paragraphs 4–13 of FASB ASC 350-20-35 discuss a two-step good-

will impairment test. The first step identifies potential impairment and the
second step measures the amount of impairment loss to be recognized, if any.
If the carrying amount of a reporting unit is greater than zero (for a discussion
of circumstances when the carrying amount of the reporting unit is zero or
negative, see paragraph 2.07), step 1 of the goodwill impairment test should be
performed if 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 qualitative assessment and
proceeds directly to performing step 1. Step 2 is only performed when a
potential impairment is identified in step 1. FASB ASC 350-20-35-2 describes
impairment as “the condition that exists when the carrying amount of goodwill
exceeds its implied fair value.” The Impairment Task Force (task force) believes
that if the carrying amount of a reporting unit is greater than zero, an
impairment loss can only be recognized if a reporting unit fails step 1 (that is,
the fair value of a reporting unit is less than its carrying amount).1

2.06 As stated in FASB ASC 350-20-35-4, “[t]he first step of the goodwill
impairment test, used to identify potential impairment, compares the fair value
of a reporting unit with its carrying amount, including goodwill.” The carrying
amount of a reporting unit equals assets (including goodwill) less liabilities
assigned to that reporting unit. The task force believes that the carrying
amount can be calculated using an enterprise or an equity approach. See
paragraphs 2.20–.21 for further discussion. If the carrying amount of a report-
ing unit is greater than zero and its fair value exceeds its carrying amount,
goodwill of the reporting unit is considered not impaired, thus the second step
of the goodwill impairment test is unnecessary.

1 Paragraph BC23 of Accounting Standards Update (ASU) No. 2011-08, Intangibles—
Goodwill and Other (Topic 350): Testing Goodwill for Impairment, states that ”[t]he Board
decided not to permit an entity to skip directly to performing the second step of the impairment
test because in order to complete that step, an entity first must calculate fair value under the
first step of the test.”

Paragraph BC23 and other paragraphs from the “Background Information and Basis for
Conclusions” section of ASU No. 2011-08 were not codified in Financial Accounting Standards
Board (FASB) Accounting Standards Codification (ASC); however, the task force believes these
paragraphs provide helpful guidance and, therefore, decided to incorporate them in this guide.
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2.07 FASB ASC 350-20-35-8A provides that

[i]f the carrying amount of a reporting unit is zero or negative, the
second step of the impairment test shall be performed to measure the
amount of impairment loss, if any, when it is more likely than not
(that is, a likelihood of more than 50 percent) that a goodwill
impairment exists. In considering whether it is more likely than not
that a goodwill impairment exists, an entity shall evaluate, using the
process described in paragraphs 350-20-35-3F through 35-3G, whether
there are adverse qualitative factors, including the examples of
events and circumstances provided in paragraph 350-20-35-3C(a)
through (g) [see paragraph 3.07 of this guide]. In evaluating whether
it is more likely than not that the goodwill of a reporting unit with
a zero or negative carrying amount is impaired, an entity also should
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.

2.08 FASB ASC 350-20-35-9 states that “[t]he second step of the good-
will impairment test, used to measure the amount of impairment loss, compares
the implied fair value of reporting unit goodwill with the carrying amount of
that goodwill.” As indicated in FASB ASC 350-20-35-2, “[t]he fair value of
goodwill can be measured only as a residual and cannot be measured directly.”2

According to FASB ASC 350-20-35-14, the implied fair value of goodwill should
be determined in the same manner as the amount of goodwill recognized in a
business combination. That is, an entity should assign the fair value of a
reporting unit, as measured in step 1, to all of the assets and liabilities of that
reporting unit (including any unrecognized intangible assets) as if the reporting
unit had been acquired in a business combination.3 FASB ASC 350-20-35-11
indicates that “[i]f the carrying amount of reporting unit goodwill exceeds the
implied fair value of that goodwill, an impairment loss shall be recognized in
an amount equal to that excess. The loss recognized cannot exceed the carrying
amount of goodwill.”

2.09 Paragraphs 12–13 of FASB ASC 350-20-35 provide that

35-12 After a goodwill impairment loss is recognized, the adjusted
carrying amount of goodwill shall be its new accounting basis.

35-13 Subsequent reversal of a previously recognized goodwill im-
pairment loss is prohibited once the measurement of that loss is
recognized.

Identification of Reporting Units
2.10 Paragraphs 33–38 of FASB ASC 350-20-35 and paragraphs 1–9 of

FASB ASC 350-20-55 provide guidance on identification of reporting units. The
FASB ASC Master Glossary defines reporting unit as “[t]he level of reporting
at which goodwill is tested for impairment. A reporting unit is an operating
segment or one level below an operating segment (also known as a component).”

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

3 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 not write up or write
down a recognized asset or liability, nor should it recognize a previously unrecognized asset.
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The identification of reporting units is a process unique to each entity begin-
ning with that entity’s operating segments as identified under FASB ASC 280,
Segment Reporting. An entity that is not required to report segment informa-
tion 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 paragraphs 1–9 of FASB ASC 280-10-50 to determine its operating segments
for purposes of determining its reporting units.

2.11 As indicated in FASB ASC 350-20-35-34

[a] component of an operating segment is a reporting unit if the
component constitutes a business or a nonprofit activity for which
discrete financial information is available and segment management,
as that term is defined in paragraph 280-10-50-7, regularly reviews
the operating results of that component.

2.12 FASB ASC 350-20-55-3 states that “[t]he determination of whether
a component constitutes a business or a nonprofit activity requires judgment
based on specific facts and circumstances.” The FASB ASC Master Glossary
defines business as

[a]n 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 costs, or other economic benefits directly to
investors or other owners, members, or participants. Additional guid-
ance on what a business consists of is presented in paragraphs
805-10-55-4 through 55-9.

The FASB ASC Master Glossary defines nonprofit activity as

[a]n integrated set of activities and assets that is capable of being
conducted and managed for the purpose of providing benefits, other
than goods or services at a profit or profit equivalent, as a fulfillment
of an entity’s purpose or mission (for example, goods or services to
beneficiaries, customers, or members). As with a not-for-profit entity,
a nonprofit activity possesses characteristics that distinguish it from
a business or a for-profit business entity.

Throughout the remainder of this guide, the term business also includes a
nonprofit activity.

2.13 FASB ASC 350-20-55-4 states that

[t]he term discrete financial information should be applied in the
same manner that it is applied in determining operating segments in
accordance with paragraph 280-10-50-1. That guidance 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 re-
quired). Thus, discrete financial information can constitute as little
as operating information. Therefore, in order to test goodwill for
impairment in accordance with this Subtopic [FASB ASC 350-20], an
entity may be required to assign assets and liabilities to reporting
units (consistent with the guidance in paragraphs 350-20-35-39
through 35-40).

2.14 FASB ASC 350-20-55-5 states that

[s]egment management, as defined in paragraphs 280-10-50-7 through
50-8, is either a level below or the same level as the chief operating
decision maker. According to Topic 280, a segment manager is directly
accountable to and maintains regular contact with the chief operating
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decision maker to discuss operating activities, financial results, fore-
casts, or plans for the segment. The approach used in this Subtopic
[FASB ASC 350-20] to determine reporting units is similar to the one
used to determine operating segments; however, this Subtopic [FASB
ASC 350-20] focuses on how operating segments are managed rather
than how the entity as a whole is managed; that is, reporting units
should reflect the way an entity manages its operations.

2.15 FASB ASC 350-20-35-35 states that “two or more components of an
operating segment shall be aggregated and deemed a single reporting unit if the
components have similar economic characteristics.” Paragraphs 6–9 of FASB
ASC 350-20-55 provide implementation guidance for evaluating whether two
components have similar economic characteristics. According to FASB ASC
350-20-55-6, “[e]valuating whether two components have similar economic
characteristics is a matter of judgment that depends on specific facts and
circumstances. That assessment should be more qualitative than quantitative.”

2.16 FASB ASC 350-20-55-7 provides that in determining whether the
components of an operating segment have similar economic characteristics, all
of the following factors in FASB ASC 280-10-50-11 should be considered:

a. The nature of the products and services

b. The nature of the production processes

c. The type or class of customer for their products and services

d. The methods used to distribute their products or provide their
services

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

FASB ASC 350-20-55-7 goes on to say that

[h]owever, every factor need not be met 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 that paragraph
[FASB ASC 280-10-50-11]. In determining whether components should
be combined into one reporting unit based on their economic simi-
larities, factors that should be considered in addition to those in that
paragraph [FASB ASC 280-10-50-11] include but are not limited to,
the following:

a. The manner in which an entity operates its business or non-
profit activity and the nature of those operations

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

c. The extent to which the component businesses (or nonprofit
activities) share assets and other resources, as might be evi-
denced by extensive transfer pricing mechanisms

d. Whether the components support and benefit from common
research and development projects.
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The fact that a component extensively shares assets and other resources with
other components of the operating segment may be an indication that the
component either is not a business or nonprofit activity or it may be economi-
cally similar to those other components.

2.17 FASB ASC 350-20-55-8 states that

[c]omponents that share similar economic characteristics but relate
to different operating segments may not 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 (Americas, Europe, and Asia) each have two components (A
and B) that are dissimilar to each other but similar to the corre-
sponding components in the other operating segments, the entity
would not be permitted to combine component A from each of the
operating segments to make reporting unit A.

2.18 The task force notes that the 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 an
entity’s identified operating segments might result in a change in the number
of identified reporting units. Also, a change in the economic characteristics of
a component might result in aggregation of that component with another
component or disaggregation of that component from another component. See
paragraph 2.44 for discussion of a reorganization of an entity’s reporting
structure.

Assigning Assets and Liabilities to a Reporting Unit
2.19 The carrying amount of a reporting unit equals the total assets

(including goodwill) less the total liabilities assigned to that reporting unit. The
process of assigning goodwill to a reporting unit differs from the process of
assigning assets (other than goodwill) and liabilities. See paragraphs 2.38–.39
for discussion of assigning goodwill to a reporting unit.

2.20 FASB ASC 350 addresses the issue of when to perform step 2 of the
goodwill impairment test for reporting units with zero or negative carrying
amounts. Paragraph BC4 in the “Basis for Conclusions” section of Accounting
Standards Update (ASU) No. 2010-28, Intangibles—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 Force),4 explains that the Emerging Issues Task Force
(EITF) evaluated different approaches for calculating the carrying amount of
reporting units. The EITF decided not to mandate an approach for calculating
the carrying amount of a reporting unit for purposes of step 1 of the goodwill
impairment test. As a result, this guide does not promote a particular approach.

2.21 When a reporting unit’s carrying amount is based on an equity
approach, all liabilities, including debt, are available for assignment to the
reporting unit. When a reporting unit’s carrying amount is based on an

4 Paragraph BC4 and other paragraphs from the “Background Information and Basis for
Conclusions” section of Accounting Standards Update (ASU) No. 2010-28, Intangibles—
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 Force) were not codified in FASB ASC; however, the task force believes these
paragraphs provide helpful guidance and, therefore, decided to incorporate them in this guide.
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enterprise approach, debt is excluded from the liabilities available for assign-
ment to the reporting unit when determining the carrying amount. In situa-
tions in which the fair value of debt approximates its carrying amount, using
either approach would not be expected to affect the goodwill impairment test.
When no debt has been assigned to the reporting unit, the carrying amount of
the reporting unit will be the same using either approach. See paragraph 4.20
for discussion on the fair value of debt.

2.22 Often, the process of identifying reporting units as discussed in
paragraphs 2.10–.18 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 reporting
unit. If only one reporting unit is identified, the assignment of assets and
liabilities depends on the approach used for calculating the carrying amount of
a reporting unit, as discussed in paragraphs 2.20–.21. For entities with multiple
reporting units, only those assets and liabilities that meet the criteria for
assignment (listed in paragraph 2.24) need to be assigned to each of the
individual reporting units. Regardless of whether an entity has identified
multiple reporting units or a single reporting unit, it would need to ensure that
the carrying amount of the reporting unit and the fair value of the reporting
unit are determined in a consistent manner (see paragraph 2.27).

2.23 The process of assigning assets and liabilities to reporting units is
used only for the purpose of goodwill impairment 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.

2.24 FASB ASC 350-20-35-39 states that

[f]or the purpose of testing goodwill for impairment, acquired assets
and assumed liabilities shall be assigned to a reporting unit as of the
acquisition date if both of the following criteria are met:

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

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

2.25 The carrying amount of an asset or liability will often differ from
its fair value. Consequently, the decisions about assignments of a particular
asset or liability can affect the result of the goodwill impairment test.

2.26 The task force notes that the evaluation of the two criteria for
assigning assets and liabilities to a reporting unit stated in paragraph 2.24
requires the exercise of judgment with an additional level of judgment neces-
sary 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.

2.27 In developing the assignment criteria noted in paragraph 2.24,
FASB concluded that, “the 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 fair value of that
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unit—an ‘apples-to-apples’ comparison.”5 The task force believes that this
concept extends to situations in which a reporting unit benefits from unrec-
ognized assets or is burdened by unrecognized liabilities; in these cases, the fair
value measurement should consider these unrecognized items.

2.28 Consistent with the objective described in paragraph 2.27, an
entity needs to monitor and adjust for changes in the assets and liabilities
assigned to reporting units. For example, an asset no longer employed in the
operations of a reporting unit would not be assigned to that reporting unit and
would not be considered when measuring the fair value of the reporting unit.

2.29 Some assets or liabilities may be employed in or relate to the
operations of multiple reporting units—a shared asset or liability. FASB ASC
350-20-35-40 states that

[t]he methodology used to determine the amount of those assets or
liabilities to assign to a reporting unit shall be reasonable and
supportable and shall be applied in a consistent manner. For ex-
ample, assets and liabilities not directly related to a specific reporting
unit, but from which the reporting unit benefits, could be assigned
according to the benefit received by the different reporting units (or
based on the relative fair values of the different reporting units).

2.30 The following examples developed by the task force illustrate the
evaluation of the two criteria for assigning assets and liabilities to a reporting
unit for an entity with multiple reporting units: (1) when the asset or liability
is not shared by the reporting units and (2) when the asset or liability is shared
by the reporting units. Because facts and circumstances will vary by entity,
conclusions about the assignment method applied also will vary.

Example 2-1—Asset Not Shared by Reporting Units—Building

Building Determined to Meet the Criteria for Assignment

Entity A has two reporting units (RU1 and RU2). RU1 is the sole user of a
building owned by Entity A as its manufacturing facility. Entity A determined
that the building should be assigned to RU1 because (1) the asset relates to the
operations of RU1 and (2) the asset would be considered in determining the fair
value of RU1.

Building Determined to Not Meet the Criteria for Assignment

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 produced at that facility was discontinued. Entity B intends to sell
the facility and has it classified as held for sale. Entity B has determined that
the building should not be assigned to either RU1 or RU2 because the asset does
not relate to the operations of either reporting unit.

5 This is an excerpt from paragraph B116 of FASB Statement No. 142, Goodwill and Other
Intangible Assets. Paragraph B116 of FASB Statement No. 142 was 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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Example 2-2—Liability Not Shared by Reporting Units—Warranty Ob-
ligation

Warranty Obligation Determined to Meet the Criteria for Assignment

Entity C has two reporting units (RU1 and RU2). RU1 manufactures a product
for sale to third parties. In connection with each product sale by RU1, Entity
C provides a limited warranty regarding the functionality of the product,
thereby incurring a warranty obligation. Entity C has accrued, at the corporate
level, a liability for warranty obligation. Entity C determined that the warranty
obligation should be assigned entirely to RU1 because (1) the liability relates
to the operations of RU1 and (2) the liability would be considered in deter-
mining the fair value of RU1.

Warranty Obligation Determined to Not Meet the Criteria for Assign-
ment

Entity D has two reporting units (RU1 and RU2). Previously, Entity D operated
a manufacturing facility unrelated to either RU1 or RU2 that produced a
product upon the sale of which Entity D provided a limited warranty regarding
its functionality. Entity D has accrued at the corporate level a liability for the
warranty obligation. Entity D has determined that the warranty obligation
should not be assigned to either RU1 or RU2 as the liability does not relate to
the operations of either reporting unit.

Example 2-3—Asset Shared by Reporting Units—Trade Name Recog-
nized at the Corporate Level

Entity E has an acquired trade name, the value of which is recognized at the
corporate level. Entity E has two reporting units (RU1 and RU2), each of which
utilize the trade name to support all of its revenues without a charge from
Entity E. Entity E had determined that the trade name relates to both
reporting units and that the trade name would be considered in determining
the fair value of both reporting units.

To illustrate different methodologies that could be used in practice to assign a
shared trade name to multiple reporting units, assume that the trade name has
a carrying amount of $4 million. Also, assume EBITDA is $3 million for RU1
and $1 million for RU2 and that the fair value of RU1 is $16 million and $4
million for RU2, each measured assuming RU1 and RU2 have no cost of using
the trade name. If RU1 or RU2 were required to rent the trade name, a market
royalty rate could be determined

Assign Based on an Assumed Rental of the Trade Name by Each
Reporting Unit

This methodology would result in neither reporting unit being assigned all nor
a portion of the carrying amount of the trade name; each would be assumed to
have no ownership of the trade name, and each would have to rent it from its
owner. Under this methodology, if a discounted cash flow method is used to
measure the fair value of the reporting unit, there would be a cash outflow
related to the use of the trade name by each reporting unit based on a market
royalty rate.

The task force notes that when applying a market royalty rate for the use of
a trade name, one would need to consider whether the costs related to sup-
porting the trade name (for example, advertising and marketing) are included
at the reporting unit level or at the corporate level (that is, outside of the
reporting unit). Under this methodology, because the reporting units are
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assumed not to own the trade name but to rent it, the reporting units would not
be expected to be responsible for the costs related to supporting the trade name
and, therefore, such costs would not be included at the reporting unit level. If
these costs are included at the reporting unit level, this fact would need to be
considered when selecting the royalty rate so as to avoid double counting.

The task force observes that the methodology in this example is frequently used
in practice because it is often assumed that reporting units sharing a trade
name would be sold without ownership of the trade name. See note 4 of schedule
4.3 for illustration.

Assign Based on an Assumed Ownership of the Trade Name by One
Reporting Unit and Rental of the Trade Name by the Other Reporting Unit

This methodology would result in one reporting unit being assigned the full
carrying amount of the trade name. The fair value of the reporting unit
assumed to own the trade name would include a cash inflow based on a market
royalty rate related to the use (rental) of the trade name by the other reporting
unit. Similarly, the fair value of the reporting unit not assigned the carrying
amount of the trade name would include a cash outflow related to the use of
the trade name based on a market royalty rate.

Under this methodology, the costs related to supporting the trade name would
be assigned to the reporting unit assumed to own the trade name; no such costs
would be allocated to the reporting unit assumed to rent the trade name.

The task force believes that use of this methodology would be consistent with
the assumption that one reporting unit would transfer with ownership of the
trade name while all others would not, which might be the case if one reporting
unit is the predominant user of the trade name.

The task force noted the following additional methodologies, although not
frequently observed in practice, that might be offered based on the general
guidance in Financial Accounting Standards Board Accounting Standards
Codification 350-20-35-40 (see paragraph 2.29).

Assign Based on Benefits Received

Assuming that reporting unit EBITDA is an appropriate measure of the
benefits received, this methodology would result in the assignment of the
carrying amount of the trade name as $3 million to RU1 and $1 million to RU2.
Under this methodology, if a discounted cash flow method is used to measure
the fair value of the reporting unit, there would be no cash outflow related to
the use of the trade name because it would be assumed to be owned by each
reporting unit. Also, the costs related to supporting the trade name would need
to be considered and, in this situation, they would be allocated between RU1
and RU2 because both reporting units benefit from the use of the trade name.

Assign Based on Relative Fair Values of the Reporting Units

This methodology would result in the assignment of the carrying amount of the
trade name as $3.2 million to RU1 and $0.8 million to RU2. Under this
methodology, if a discounted cash flow method is used to measure the fair value
of the reporting unit, there would be no cash outflow related to the use of the
trade name because it would be assumed to be owned by each reporting unit.
The task force believes that this methodology would only be appropriate when
the reporting units benefit from the trade name in direct proportion to their fair
values. Also, the costs related to supporting the trade name would need to be
considered and, in this situation, they would be allocated between RU1 and
RU2 because both reporting units benefit from the use of the trade name.
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Example 2-4—Liability Shared By Reporting Units—Pension Obliga-
tion 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 RU2) and all
employees participate in the pension plan. Entity F has determined that the
pension liability relates to both reporting units and that the pension liability
would be considered in determining the fair value of both reporting units.

When pension items are assigned to more than one reporting unit, the assign-
ment may be based on payroll expense, headcount, or other current employee
measures, provided such measures are an appropriate reflection of the relative
participation of each reporting unit in the pension plan. When pension items
are assigned to more than one reporting unit, the funding of those pension items
would need to be considered in the valuation of each reporting unit.

Assigning Assets and Liabilities to a Reporting Unit—
Additional Considerations

Debt Recognized at the Corporate Level

2.31 The carrying amount of a reporting unit is calculated as the
difference between the total assets and total liabilities assigned to the reporting
unit. As discussed in paragraphs 2.20–.21, when a reporting unit’s carrying
amount is based on an equity approach, debt, like any other liability, is available
for assignment to a reporting unit based on the criteria listed in paragraph 2.24.
In cases in which no debt has been assigned to the reporting unit, the carrying
amount using either the equity approach or the enterprise approach will be the
same. The task force notes that the treatment of debt may be different across
industries. For example, financial institutions may treat debt as part of oper-
ating liabilities, in which case the debt would be considered for assignment to
a reporting unit under both the enterprise and equity approaches.

Deferred Taxes Related to Assets and Liabilities of a Reporting Unit

2.32 A deferred tax liability or asset is recognized for differences be-
tween the assigned values and the income tax bases of recognized assets and
liabilities. FASB ASC 350-20-35-7 provides that “[i]n determining the carrying
amount of a reporting unit, deferred income taxes shall be included in the
carrying amount of the reporting unit, 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 an asset or liability is
assigned to a specific reporting unit any related deferred taxes are also
assigned to the same reporting unit.

Cumulative Translation Adjustment

2.33 When a reporting unit includes or is entirely a foreign entity with
cumulative translation adjustment (CTA) amounts present at the corporate
level, it is necessary to evaluate whether all or a portion of that CTA should be
assigned to the reporting unit. In making this evaluation, FASB ASC 830-30-
45-13 provides, when addressing impairment testing in general, that an entity
that has committed to a plan that will cause the CTA for an equity method
investment or a consolidated investment in a foreign entity to be reclassified
to earnings should include the CTA as part of the carrying amount of the
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investment when evaluating that investment for impairment. Otherwise, the
carrying amount of the reporting unit should include assets and liabilities at
their currently translated amounts with the balance of the net assets, excluding
the CTA amounts, recorded as equity.

Example 2-5—Consideration of Cumulative Translation Adjustment in
Reporting Units

Assume that a foreign subsidiary that is a reporting unit that is not committed
to a plan of sale that will cause the CTA amount to be reclassified to earnings
has the following balances after currency translation by its U.S. parent com-
pany (in millions):

Debit/(Credit)

Total assets (including goodwill of currency units [CU]
500)

CU 2,000

Total liabilities (850)

Total net assets CU 1,150

Paid-in capital and retained earnings CU (1,080)

Cumulative translation adjustment (70)

Total equity CU (1,150)

Analysis: The carrying amount of this reporting unit for purposes of step 1 of
the goodwill impairment test would be currency units (CU) 1,150 million, which
represents the net assets of the reporting unit at their currently translated
amounts. For step 2 of the goodwill impairment test, the carrying amount of the
reporting unit’s goodwill would be at the translated amount of CU 500 million,
and the implied fair value of goodwill would be determined based on the
reporting unit’s fair value at the impairment testing date.

Contingent Consideration Arrangements

2.34 FASB ASC 805 requires that the acquisition-date fair value of
contingent consideration be recognized as part of the consideration transferred
in exchange for the acquiree. In periods subsequent to an acquisition, FASB
ASC 805-30-35-1 states that

[t]he acquirer shall account for changes in the fair value of contingent
consideration that are not measurement period adjustments as fol-
lows:

a. Contingent consideration classified as equity shall not be re-
measured and its subsequent settlement shall be accounted for
within equity.

b. Contingent consideration classified as an asset or a liability
shall be remeasured to fair value at each reporting date until
the contingency is resolved. The changes in fair value shall be
recognized in earnings unless the arrangement is a hedging
instrument for which Topic 815 requires the changes to be
initially recognized in other comprehensive income.

2.35 As discussed in paragraph 2.25, when the fair value of an asset or
liability differs from its carrying amount, the inclusion or exclusion of that asset
or liability from a reporting unit can affect the result of step 1 of the goodwill
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impairment test. The criteria in FASB ASC 350-20-35-39 should be considered
to determine if a liability-classified or asset-classified contingent consideration
arrangement should be assigned to a reporting unit for goodwill impairment
testing purposes.

2.36 The task force believes that if the reporting unit is obligated 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 generally would be assigned to that reporting unit.

2.37 The task force further believes circumstances could exist for which
it may be appropriate to assign contingent consideration to a reporting unit,
even though another entity within the consolidated group is the legal coun-
terparty to the arrangement. 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 that a market participant would assume such
obligation or right upon acquisition of the reporting unit.

Assigning Recorded Goodwill to Reporting Units
2.38 FASB ASC 350-20-35-41 states that

[f]or the purpose of testing goodwill for impairment, all goodwill
acquired in a business combination shall be assigned to one or more
reporting units as of the acquisition date. Goodwill shall be assigned
to reporting units of the acquiring entity that are expected to benefit
from the synergies of the combination even though other assets or
liabilities of the acquired entity may not be assigned to that reporting
unit.

2.39 FASB ASC 350-20-35-41 further states that “[t]he methodology
used to determine the amount of goodwill to assign to a reporting unit shall be
reasonable and supportable and shall be applied in a consistent manner.” FASB
ASC 350-20-35-42 states that, “[i]n concept, the 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 Units—
Additional Considerations

Reporting Units With Noncontrolling Interest

2.40 FASB ASC 805-20-30-1 requires the acquirer in a business com-
bination to measure any noncontrolling interest in the acquiree at its fair value
at the acquisition date. FASB ASC 805-20-30-8 states that

[t]he fair values of the acquirer’s interest in the acquiree and the
noncontrolling interest on a per-share basis might differ. The main
difference is likely to be the inclusion of a control premium in the
per-share fair value of the acquirer’s interest in the acquiree or,
conversely, the inclusion of a discount for lack of control (also referred
to as a noncontrolling interest discount) in the per-share fair value
of the noncontrolling interest if market participants would take into
account such a premium or discount when pricing the noncontrolling
interest.

Refer to paragraphs 4.10–.11 for additional discussion of control premium.
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2.41 If a reporting unit consists in whole or in part of a subsidiary of a
parent that is less than wholly owned, it is necessary to differentiate and
separately track goodwill related to the controlling interest and goodwill, if any,
related to the noncontrolling interest. Such identification is not necessary when
testing goodwill for impairment, as goodwill is tested in total for each reporting
unit. However, such identification is necessary if an impairment of goodwill is
identified, as this impairment will be attributed to the parent and any non-
controlling interest, as discussed in paragraph 2.65.

2.42 The following example illustrates how to measure (1) goodwill on
the acquisition date for the acquirer and (2) the portion of that goodwill
attributable to the noncontrolling interest. Assume that there is no discount for
lack of control and that Entity X acquires an 80 percent interest in Entity Y for
$1,000,000 with identifiable net assets equal to $800,000.

Measurement of
Goodwill by

Acquirer

Measurement of
Goodwill

Attributable to
Noncontrolling

Interest

(A) Consideration transferred6 $1,000,000

(B) Fair value of noncontrolling
interest in the acquiree7

[(A / 0.80) − A] 250,000 $250,000

(C) A + B 1,250,000

(D) Identifiable net assets8 800,000

(E) Identifiable net assets
attributable to noncontrolling
interest [D × 0.20] 160,000

(F) Goodwill recognized [C − D] 450,000

Goodwill attributable to the
noncontrolling interest [B − E] 90,000

2.43 The following example illustrates how to measure (1) goodwill on
the acquisition date for the acquirer and (2) the portion of that goodwill
attributable to the noncontrolling interest in situations in which a discount for
lack of control is appropriate for the nonconrolling interest. Assume that there
is a 10 percent discount for lack of control and that Entity X acquires an 80
percent interest in Entity Y for $1,000,000 with identifiable net assets equal to
$800,000.

6 The consideration transferred is measured in accordance with FASB ASC 805, Business
Combinations, which generally requires acquisition-date fair value of assets transferred,
liabilities incurred, and equity interests issued.

7 In this example, it is assumed there are no differences between the controlling and
noncontrolling interests for purposes of valuing the noncontrolling interest.

8 Amount represents the net of the acquisition-date amounts of the identifiable assets
acquired and liabilities assumed measured in accordance with FASB ASC 805.
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Measurement of
Goodwill by

Acquirer

Measurement of
Goodwill

Attributable to
Noncontrolling

Interest

(A) Consideration transferred9 $1,000,000

(B) Fair value of noncontrolling
interest in the acquiree10

[((A / 0.80) − A) × 0.90] 225,000 $225,000

(C) A + B 1,225,000

(D) Identifiable net assets11 800,000

(E) Identifiable net assets
attributable to noncontrolling
interest [D × 0.20] 160,000

(F) Goodwill recognized

[C − D] 425,000

Goodwill attributable to the
noncontrolling interest

[B − E] 65,000

Reorganization of Reporting Structure

2.44 As discussed in paragraph 2.18, an entity needs to monitor and
adjust for changes in its identified reporting units. FASB ASC 350-20-35-45
states that

[w]hen an entity reorganizes its reporting structure in a manner that
changes the composition of one or more of its reporting units, the
guidance in paragraphs 350-20-35-39 through 35-40 [see paragraphs
2.24 and 2.29 of this guide] shall be used to reassign assets and
liabilities to the reporting units affected. However, goodwill shall be
reassigned to the reporting units affected using a relative fair value
allocation approach similar to that used when a portion of a reporting
unit is to be disposed of [see paragraph 2.49 of this guide].

The task force believes that a reorganization is an event that may require
goodwill impairment testing (see paragraphs 3.07–.09 for examples of events
and circumstances that might require an impairment test of goodwill between
annual dates).

9 See footnote 6 in paragraph 2.42.
10 Discount for lack of control (10 percent) applies to per-share basis of the noncontrolling

interest in the acquiree. In this example, it is assumed that the difference between the
controlling interest and the noncontrolling interest is limited to the discount for lack of control.

11 See footnote 8 in paragraph 2.42.
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Goodwill Impairment Testing by a Subsidiary

2.45 As stated in FASB ASC 350-20-35-48

[a]ll goodwill recognized by a public or nonpublic subsidiary (sub-
sidiary goodwill) in its separate financial statements that are pre-
pared in accordance with generally accepted accounting principles
(GAAP) shall be accounted for in accordance with this Subtopic
[FASB ASC 350-20]. Subsidiary goodwill shall be tested for impair-
ment at the subsidiary level using the subsidiary’s reporting units. If
a goodwill impairment loss is recognized at the subsidiary level,
goodwill of the reporting unit or units (at the higher consolidated
level) in which the subsidiary’s reporting unit with impaired goodwill
resides must be tested for impairment if the event that gave rise to
the loss at the subsidiary level would more likely than not reduce the
fair value of the reporting unit (at the higher consolidated level)
below its carrying amount (see paragraph 350-20-35-3C(f)). Only if
goodwill of that higher-level reporting unit is impaired would a
goodwill impairment loss be recognized at the consolidated level.

2.46 For example, when a subsidiary is a single reporting unit from the
perspective of the consolidated entity, the subsidiary may have two or more of
its own reporting units for purposes of testing its goodwill for impairment. If
such a subsidiary recognizes a goodwill impairment loss within one of its two
reporting units, an impairment loss may not be present at the consolidated level
due to the consideration of the subsidiary as a whole as a reporting unit by the
consolidated entity.

2.47 If a reporting unit at the higher consolidated level encompasses a
reporting unit or units of a subsidiary, certain assumptions utilized to deter-
mine the fair value of the higher-level reporting unit may not be appropriate
to use at the subsidiary level based on differences in business alignment. For
example, if the market approach was utilized to determine the fair value of a
higher-level reporting unit which is comprised of multiple businesses, it may
not be appropriate to apply the same assumptions to a subsidiary’s reporting
unit which has differing businesses.

2.48 FASB ASC 350-20-35-49 states that “[i]f testing at the consolidated
level leads to an impairment loss, that loss shall be recognized at that level
separately from the subsidiary’s loss.”

Disposal of All or a Portion of a Reporting Unit

2.49 Paragraphs 1–6 of FASB ASC 350-20-40 state that

40-1 When a reporting unit is to be disposed of in its entirety, goodwill
of that reporting unit shall be included in the carrying amount of the
reporting unit in determining the gain or loss on disposal.

40-2 When a portion of a reporting unit that constitutes a business
(see Section 805-10-55) is to be disposed of, goodwill associated with
that business shall be included in the carrying amount of the busi-
ness in determining the gain or loss on disposal.

40-3 The amount of goodwill to be included in that carrying amount
shall be based on the relative fair values of the business to be
disposed of and the portion of the 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
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percent of the goodwill residing in the reporting unit would be
included in the carrying amount of the business to be sold.

40-4 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 reporting
unit, the current carrying amount of that acquired goodwill shall be
included in the carrying amount of the business to be disposed of.

40-5 That situation might occur when the acquired business is
operated as a standalone entity or when the business is to be disposed
of shortly after it is acquired.

40-6 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.

2.50 See paragraph 2.56 for a discussion of goodwill impairment testing
when only a portion of goodwill is allocated to a business to be disposed of.

When to Test Goodwill for Impairment
2.51 FASB ASC 350-20-35-28 states that

[g]oodwill of a reporting unit shall be tested for impairment on an
annual basis and between annual tests in certain circumstances (see
paragraph 350-20-35-30 [also see paragraphs 2.54–.55 of this guide]).
The annual goodwill impairment test may be performed any time
during the fiscal year provided the test is performed at the same time
every year. Different reporting units may be tested for impairment at
different times.

Changing Annual Test Date

2.52 Because goodwill should 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 the basis that it is
preferable as provided in FASB ASC 250, Accounting Changes and Error
Corrections. A Securities and Exchange Commission (SEC) registrant making
a change in the annual testing date for impairment of goodwill must also
consider SEC reporting requirements for accounting changes. Specifically, Rule
10-01(b)(6) of Regulation S-X requires a registrant making an accounting
change to disclose the date of and reason for the change. Additionally, a
registrant making an accounting change is required to file a letter from the
registrant’s independent registered public accountant indicating whether or
not the change is to an alternative principle which, in the independent regis-
tered public accountant’s judgment, is preferable under the circumstances.

2.53 If an entity elects to change the annual testing date for goodwill
impairment, the task force believes that no more than 12 months should elapse
between the tests to ensure goodwill is tested for impairment at least annually.
Additionally, the task force believes the change in testing dates should not be
made with the intention of accelerating or delaying an impairment charge.
When an entity changes its goodwill impairment testing dates, it should
consider the requirements of FASB ASC 250-10.
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Testing for Impairment Between Annual Test Dates

2.54 FASB ASC 350-20-35-30 states that “[g]oodwill of a reporting unit
shall be tested for impairment between annual tests if an event occurs or
circumstances change that would more likely than not reduce the fair value of
a reporting unit below its carrying amount.”12 The monitoring for the occur-
rence of relevant events and circumstances is specific to each reporting unit.
Although some events and circumstances may affect more than one reporting
unit, others may be specific to a single reporting unit.

2.55 The task force 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 circumstance requiring a test or if the annual
testing date of goodwill occurs within a reporting period and is different from
the date of the event or circumstance requiring an interim test.

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

2.56 FASB ASC 350-20-40-7 states that “[w]hen 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 retained shall be tested for impairment
in accordance with paragraphs 350-20-35-3A through 35-19 using its adjusted
carrying amount.” See paragraph 2.49 for discussion of the amount of goodwill
to be included in the carrying amount when all or a portion of a reporting unit
is disposed of.

Order of Impairment Testing

2.57 In addition to goodwill, a reporting unit will likely 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 subject to impairment testing under FASB ASC 360,
Property, Plant, and Equipment. When a reporting unit is not held for sale,
consistent with FASB ASC 360-10-35-27, the impairment testing should be
performed in the following order:

• Adjust the carrying amounts of any assets (such as accounts receiv-
able and inventory) and liabilities (such as accounts payable, long-
term debt, and asset retirement obligations) not covered by FASB
ASC 360-10 that are included in an asset group in accordance with
other applicable GAAP.

• Test for impairment and adjust carrying amounts of indefinite-lived
intangible asset(s) that are included in an asset group under FASB
ASC 350-30.

• Test long-lived assets (asset group) and amortizable intangible assets
under FASB ASC 360-10.

• Test goodwill of a reporting unit that includes the aforementioned
assets under FASB ASC 350-20.

12 The examples of events and circumstances considered in an interim evaluation are the
same as those used in the qualitative assessment. Examples of such events and circumstances
are listed in FASB ASC 350-20-35-3C and reproduced in paragraph 3.07 of this guide.
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This is because it is necessary to make any required adjustments to the
carrying amount of the reporting unit prior to the performance of the goodwill
impairment test.

Previous Fair Value Measurements of a Reporting Unit
2.58 The provisions of FASB ASC 350-20 no longer allow entities to

carry forward the fair value of a reporting unit for goodwill impairment when
performing a step 1 test. However, FASB ASC 350-20-35-3F states that “[i]f an
entity has a recent fair value calculation for a reporting unit, it 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 goodwill impairment test.” See chapter 3 for further discussion.

Step 2 of Goodwill Impairment Test
2.59 As described in paragraph 2.06, if a reporting unit subject to

goodwill impairment testing has an estimated fair value in excess of its
carrying amount and the carrying amount is greater than zero, step 2 of the test
is not performed. If instead, the estimated fair value of a reporting unit is less
than its carrying amount, step 2 would be performed.

2.60 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 measured in step 1, over the net amounts of the identifiable
assets and liabilities assumed (including any deferred tax liabilities arising
from a nontaxable transaction in step 1), measured at the test date in accor-
dance with FASB ASC 805. This includes determining the fair values of any
previously unrecognized intangible assets. The balance remaining after assign-
ing amounts to all of the reporting unit’s recorded and unrecorded assets and
liabilities represents the implied fair value of its goodwill.

2.61 This process is performed only for the purpose of measuring
potential goodwill impairment and does not result in a change in basis of the
recognized net assets or in the recognition of any unrecognized assets of the
reporting unit.

2.62 When performing step 2, an entity needs to consider and consis-
tently apply any assumptions developed in step 1. For example, when deter-
mining the fair value of a reporting unit in step 1, assumptions are made about
whether the unit could be bought or sold in a nontaxable or taxable transaction.
If a nontaxable transaction is assumed in step 1, then in 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 assumed in step 1
the entity should assume new income tax bases. (See paragraphs 4.92–.93;
schedules 4.15–4.16.)

2.63 If the implied fair value of goodwill is less than its carrying
amount, an impairment loss is recognized equal to that difference. The adjusted
carrying amount of goodwill becomes its new accounting basis that will be used
in future impairment tests. The loss cannot exceed the carrying amount of
goodwill. As provided in FASB ASC 350-20-35-13, “[s]ubsequent reversal of a
previously recognized goodwill impairment loss is prohibited once the mea-
surement of that loss is recognized.”
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2.64 It is possible that an entity will have to issue financial statements
before completing step 2 of the goodwill impairment test. In this case, para-
graphs 18–19 of FASB ASC 350-20-35 provide that if

35-18 ...a goodwill impairment loss is probable and can be reasonably
estimated, the best estimate of that loss shall be recognized in those
financial statements (see Subtopic 450-10).

35-19 Paragraph 350-20-50-2(c) requires disclosure of the fact that
the measurement of the impairment loss is an estimate. Any adjust-
ment to that estimated loss based on the completion of the measure-
ment of the impairment loss shall be recognized in the subsequent
reporting period.

Attributing Goodwill Impairments to the Parent and the
Noncontrolling Interest

2.65 If a reporting unit is less than wholly owned, FASB ASC 350-20-
35-57A states that

[a]ny impairment loss measured in the second step of the goodwill
impairment test shall be attributed to the parent and the noncon-
trolling interest on a rational basis. If the reporting unit includes only
goodwill attributable to the parent, the goodwill impairment loss
would be attributed entirely to the parent. However, if the reporting
unit includes goodwill attributable to both the parent and the non-
controlling interest, the goodwill impairment loss shall be attributed
to both the parent and the noncontrolling interest.

Disclosure Requirements

Disclosure Requirements of Accounting Principles Generally
Accepted in the United States of America

2.66 FASB ASC 235-10-50 provides guidance on accounting policies
disclosures. Specific disclosure requirements for goodwill and goodwill impair-
ment losses are provided in FASB ASC 350-20-50 and are included in the notes
to consolidated financial statements. In appendix A, “Disclosure of Goodwill and
Goodwill Impairment Testing,” this guide provides those disclosures in the
example notes titled “Significant Accounting Policies” and “Goodwill.”

SEC Disclosure Requirements

2.67 SEC Release No. 33-8350, “Commission Guidance Regarding Man-
agement’s Discussion and Analysis of Financial Condition and Results of
Operations,” requires certain disclosures about critical accounting estimates
and are provided in section 7, “MD&A,” of Form 10-K. Section 9510, Goodwill
Impairment, of the SEC Financial Reporting Manual states that

[e]stimates related to goodwill impairment testing are commonly
considered critical by registrants. As a result, the staff has developed
guidance regarding these disclosures with the objective of ensuring
that investors are provided with information that allows for an
assessment of the probability of a future material impairment charge.
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In order to comply with the requirements of S-K section 303(a)(3)(ii) (which
requires a description of a known uncertainty), registrants should consider
providing the disclosures outlined in Section 9510.3 for each reporting unit that
is at risk of failing step 1 of the goodwill impairment test. Although not
required, the task force believes that entities should consider providing dis-
closure about the qualitative factors that were considered for determining that
the first step of the goodwill impairment test was unnecessary. See appendix
A of this guide for examples of GAAP and SEC disclosures for goodwill and
goodwill impairment testing.
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Qualitative Assessment

Introduction
3.01 The primary purpose of this chapter is to discuss and illustrate the

optional qualitative assessment. This chapter addresses, among other issues,
the process of identifying both the inputs and assumptions that most affect fair
value and the events and circumstances that may have an impact on those
inputs and assumptions. It also includes an example that illustrates one
approach for performing the qualitative assessment. The example is intended
to illustrate the thought process described in this chapter as opposed to laying
out documentation requirements. Other approaches may be acceptable.

3.02 The objective of the qualitative assessment is to identify and
evaluate relevant events and circumstances to conclude whether it is more
likely than not that the fair value of a reporting unit is less than its carrying
amount.1 The task force believes that in order to make this conclusion, an entity
would need to have an approach in place to identify and evaluate relevant
events and circumstances. Although there may be other approaches to perform
the qualitative assessment, the task force believes that the following approach
would meet this objective:

• Identify inputs and assumptions that most affect fair value.

• Identify relevant events and circumstances that may have an impact
on those inputs and assumptions.

• Weigh the events and circumstances.

• Conclude on the totality of events and circumstances.

Identifying Inputs and Assumptions That Most Affect Fair
Value

3.03 An entity would identify the method(s) appropriate to measure the
fair value of each of its reporting units and then identify the key inputs and
assumptions that would most affect each method. Entities may want to consider
the methods and inputs and assumptions used in their last quantitative test to
determine whether they are still relevant and whether they have changed.
Changes in inputs and assumptions that most affect fair value may result, for
example, from industry or market changes or entity-specific events, such as
changes in the composition of the reporting unit (for example, reorganization
or acquisition incorporated into the reporting unit).

3.04 Understanding the inputs and assumptions that most affect the fair
value of a reporting unit will enable entities to focus their efforts on evaluating
the key inputs and assumptions that can most affect the outcome of the
qualitative assessment so that those factors are given more weight. For ex-
ample, inputs and assumptions that most affect fair value of a reporting unit
that is valued using an income approach (for example, a discounted cash flow
method) could be cash flow projections, terminal growth rate, and discount rate.

1 In this chapter, it is assumed that the carrying amount of a reporting unit is positive.
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For the market approach, multiples stated as a factor of revenue; earnings
before interest, taxes, depreciation, and amortization (EBITDA); earnings
before interest and taxes (EBIT); or other relevant metrics are possible key
inputs and assumptions when determining fair value.

3.05 Depending on the nature of the reporting unit or availability of
observable market prices, a calculation2 of fair value might utilize multiple
valuation approaches or techniques. If that is the case, the task force believes
the entity would need to consider the inputs and assumptions to, and relative
weightings of, each valuation technique to identify those inputs and assump-
tions that most affect fair value.

3.06 Fair value is based on a market participant concept, regardless of the
valuation technique used to calculate fair value of a reporting unit. See the
“Market Participant Assumptions” section of chapter 4, “Measuring Fair Value
of a Reporting Unit,” of this guide for further discussion.

Identifying Relevant Events and Circumstances
3.07 Financial Accounting Standards Board (FASB) Accounting Stan-

dards Codification (ASC) 350-20-35-3C states that

[i]n evaluating whether it is more likely than not that the fair value
of a reporting unit is less than its carrying amount, an entity shall
assess relevant events and circumstances. Examples of such events
and circumstances include the following:

a. Macroeconomic conditions such as a deterioration in general
economic conditions, limitations on accessing capital, fluctua-
tions in foreign exchange rates, or other developments in equity
and credit markets

b. Industry and market considerations such as a deterioration in
the environment in which an entity operates, an increased
competitive environment, a decline in market-dependent mul-
tiples or metrics (consider in both absolute terms and relative to

2 Consistent with guidance in Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) 350-20, this guide refers to calculation of fair value; however, the
meaning attributed to the term calculation in FASB ASC 350-20 and this guide is different from
how this term is defined in Statement on Standards for Valuation Services (SSVS) No. 1,
Valuation of a Business, Business Ownership Interest, Security, or Intangible Asset (AICPA,
Professional Standards, VS sec. 100).

SSVS No. 1 discusses two types of engagements to estimate value: a valuation engagement
and calculation engagement. SSVS No. 1 defines valuation engagement as “[a]n engagement to
estimate value in which a valuation analyst determines an estimate of the value of a subject
interest by performing appropriate valuation procedures ... and is free to apply the valuation
approaches and methods he or she deems appropriate in the circumstances. The valuation
analyst expresses the results of the valuation engagement as a conclusion of value, which may
be either a single amount or a range.” SSVS No. 1 defines calculation engagement as

[a]n engagement to estimate value wherein the valuation analyst and the client agree on
the specific valuation approaches and valuation methods that the valuation analyst will
use and the extent of valuation procedures the valuation analyst will perform to estimate
the value of a subject interest. A calculation engagement generally does not include all of
the valuation procedures required for a valuation engagement. If a valuation engagement
had been performed, the results might have been different. The valuation analyst
expresses the results of the calculation engagement as a calculated value, which may be
either a single amount or a range.

The meaning attributed to the term calculation in this guide is more closely aligned with how
SSVS No. 1 defines valuation engagement as opposed to calculation engagement.
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peers), a change in the market for an entity’s products or ser-
vices, or a regulatory or political development

c. Cost factors such as increases in raw materials, labor, or other
costs that have a negative effect on earnings and cash flows

d. Overall financial performance such 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

e. Other relevant entity-specific events such as changes in man-
agement, key personnel, strategy, or customers; contemplation
of bankruptcy; or litigation

f. Events affecting a reporting unit such as a change in the
composition or carrying amount of its net assets, a more-likely-
than-not expectation of selling or disposing all, or a portion, of
a reporting unit, the testing for recoverability of a significant
asset group within a reporting unit, or recognition of a goodwill
impairment loss in the financial statements of a subsidiary that
is a component of a reporting unit

g. If applicable, a sustained decrease in share price (consider in
both absolute terms and relative to peers).

3.08 As stated in FASB ASC 350-20-35-3F

[t]he examples included in paragraph 350-20-35-3C(a) through (g)
are not all-inclusive, and an entity shall consider other relevant
events and circumstances that affect the fair value or carrying
amount of a reporting unit in determining whether to perform the
first step of the goodwill impairment test .... An entity also should
consider positive and mitigating events 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 amount.

3.09 The task force believes the following are more specific examples of
events and circumstances that may require consideration:

• Market reaction to a new product or service

• Technological obsolescence

• A significant legal development

• Contemplation of a bankruptcy proceeding

• An expectation of a change in the risk factors or risk environment
influencing the assumptions used to calculate the fair value of a
reporting unit, such as discount rates or market multiples

3.10 Recent fair value calculation. FASB ASC 350-20-35-3F provides that
“[i]f an entity has a recent fair value calculation for a reporting unit, it 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 goodwill impairment test.” The task force believes
that the qualitative assessment, if performed, generally may be more cost-
effective when a reporting unit’s fair value substantially exceeds its carrying
amount in a recent prior period and no significant adverse changes have since
occurred. In contrast, the qualitative assessment may not be cost-effective for
a reporting unit whose fair value approximated its carrying amount in a recent
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fair value calculation because in those situations, it may be difficult to conclude,
based solely on a qualitative assessment, that it is not more likely than not that
the fair value of the reporting unit is less than the carrying amount, and as a
result, the entity likely would still need to perform step 1 of the goodwill
impairment test.

3.11 Paragraph BC32 of Accounting Standards Update (ASU) No. 2011-
08, Intangibles—Goodwill and Other (Topic 350): Testing Goodwill for Impair-
ment,3 states that “the more time that elapses since an entity last calculated
the fair value of a reporting unit, the more difficult it may be to make a
conclusion based solely on a qualitative assessment of relevant events and
circumstances.” As such, some entities may choose to periodically calculate a
reporting unit’s fair value. The frequency with which an entity calculates fair
value for a reporting unit could depend on facts and circumstances such as the
amount by which the last fair value calculation exceeded the carrying amount
and the significance of relevant events or circumstances identified subsequent
to the last fair value calculation.

3.12 If more than one year has elapsed since the most recent fair value
calculation was performed, the task force believes the qualitative assessment
would need to consider the relevant events and circumstances identified since
the last fair value calculation.

3.13 Changes in the composition of a reporting unit and its carrying
amount could result from dispositions, acquisitions, and reorganizations. Changes,
if any, require consideration about the impact on fair value of the reporting unit
and its carrying amount.

Weighing Identified Events and Circumstances
3.14 As indicated in FASB ASC 350-20-35-3F

[a]n entity shall consider the extent to which each of the adverse
events and circumstances identified could affect the comparison of a
reporting unit’s fair value with its carrying amount. An entity should
place more weight on the events and circumstances that most affect
a reporting unit’s fair value or the carrying amount of its net assets.

Some relevant events and circumstances will affect most, if not all, reporting
units. In many cases, though, the relative importance of the various factors may
be different for each reporting unit.

3.15 FASB ASC 350-20-35-3G states that

[a]n entity shall evaluate, on the basis of the weight of evidence, the
significance of all identified events and circumstances in the context
of determining whether it is more likely than not that the fair value
of a reporting unit is less than its carrying amount. None of the
individual examples of events and circumstances included in para-
graph 350-20-35-3C(a) through (g) are intended to represent stand-
alone events or circumstances that necessarily require an entity to
perform the first step of the goodwill impairment test. Also, the
existence of positive and mitigating events and circumstances is not

3 This and other paragraphs from the “Background Information and Basis for Conclusions”
section of FASB Accounting Standards Update No. 2011-08, Intangibles—Goodwill and Other
(Topic 350): Testing Goodwill for Impairment, were not codified in FASB ASC; however, the task
force believes these paragraphs provide helpful guidance and, therefore, decided to incorporate
them in this guide.
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intended to represent a rebuttable presumption that an entity should
not perform the first step of the goodwill impairment test.

3.16 All available evidence, both positive and negative, should be con-
sidered to determine whether, based on the weight of that evidence, it is more
likely than not that the fair value of a reporting unit is less than its carrying
amount. An entity needs to use judgment in considering the relative impact of
positive and negative evidence. The task force believes that, all else equal, the
weight given to the potential effect of positive and negative evidence needs to
be commensurate with the extent to which it can be objectively verified.
Therefore, the task force believes that the more negative evidence exists, the
more positive evidence would be necessary and the more difficult it would be
to support a conclusion that it is not more likely than not that the fair value
of a reporting unit is less than its carrying amount.4

3.17 In some situations, more weight may be given to certain events or
circumstances that may have a broad effect across reporting units. For example,
as indicated in paragraph BC32 of ASU No. 2011-08, “in an unfavorable
economic environment, many entities likely may determine that they must
calculate fair value under the first step of the test because it may be more likely
than not that the fair value of a reporting unit is less than its carrying amount.”
Given the magnitude of some economic downturns, it may be difficult to
identify, for some reporting units, relevant positive or mitigating events or
circumstances that overcome the impact of the economic downturn.

Concluding on the Totality of Events and Circumstances
3.18 If, after assessing the totality of relevant events or circumstances,

discussed in paragraphs 3.07–.09, an entity determines that it is not more likely
than not that the fair value of a reporting unit is less than its carrying amount,
then the first and second 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 two-step goodwill impairment test.

3.19 Extent of analysis and level of documentation. The complexity and
extensiveness of the qualitative assessment will vary depending on facts and
circumstances. As indicated in paragraph BC22 of ASU No. 2011-08, “assessing
events and circumstances that may affect the comparison of a reporting unit’s
fair value with its carrying amount may require significant judgment, particu-
larly when evaluating the potential effect of multiple relevant factors.” For
example, the task force believes that the qualitative assessment may need to
be more extensive as more time elapses since the date of a reporting unit’s last
fair value calculation.

3.20 If, after performing the qualitative assessment, an entity concludes
that further goodwill impairment testing is not necessary, consistent with
language in paragraph BC24 of ASU No. 2011-08, the entity would need to
make a positive assertion about its conclusion reached and the events and
circumstances taken into consideration. The task force believes that this
positive assertion would need to be supported by appropriate and relevant

4 The concept in this paragraph is based on guidance in FASB ASC 740-10-30 on estab-
lishing a valuation allowance for deferred tax assets and FASB ASC 310-10-35-26 in connection
with measurement of impairment for loans. The task force believes it is helpful to consider this
guidance when performing the goodwill qualitative assessment.
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documentation. The task force further believes that the extent of documenta-
tion should be commensurate with the level of judgment and qualitative
analysis involved in supporting the positive assertion.

3.21 The task force believes that documentation of the qualitative as-
sessment for a reporting unit would only be required when an entity is relying
on the qualitative assessment.

Other Considerations
3.22 Optionality of the qualitative assessment. FASB ASC 350-20-35-3

provides that “[a]n entity may first assess qualitative factors, as described in
paragraphs 350-20-35-3A through 35-3G, to determine whether it is necessary
to perform the two-step goodwill impairment test discussed in paragraphs
350-20-35-4 through 35-19.” As indicated in FASB ASC 350-20-35-3B, “[a]n
entity has an unconditional option to bypass the qualitative assessment...for
any reporting unit in any period and proceed directly to performing the first
step of the goodwill impairment test. An entity may resume performing the
qualitative assessment in any subsequent period.” An entity’s selection of
reporting units on which to perform the qualitative assessment is not an
accounting policy decision that needs to be followed consistently for each
reporting unit or in every period.

3.23 Interim evaluation and qualitative assessment. As indicated in
paragraphs 28 and 30 of FASB ASC 350-20-35

35-28 Goodwill of a reporting unit shall be tested for impairment on
an annual basis and between annual tests in certain circumstances.

35-30 Goodwill of a reporting unit shall be tested for impairment
between annual tests if an event occurs or circumstances change that
would more likely than not reduce the fair value of a reporting unit
below its carrying amount.

The interim evaluation is focused on whether there have been adverse changes
in events or circumstances since the last testing date that would indicate it is
more likely than not that a reporting unit’s fair value is less than its carrying
amount. The examples of events and circumstances (see paragraphs 3.07–.09)
considered in the interim evaluation are the same as those used in the
qualitative assessment.

3.24 Comparison to market capitalization. Public entities generally com-
pare the sum of the fair values of their reporting units to the entity’s market
capitalization. Paragraph BC34 of ASU No. 2011-08 indicates that FASB
acknowledges that the use of the qualitative assessment may result in entities
applying more judgment about when and how to perform the comparison to
market capitalization. However, the task force believes the comparison to
market capitalization generally remains a prudent check of the aggregated fair
values of an entity’s reporting units.

3.25 An entity may perform a qualitative assessment for some reporting
units while proceeding to the first step of the two-step goodwill impairment test
for other reporting units. This may have ramifications for an entity performing
an overall comparison to market capitalization. When performing an overall
comparison to market capitalization, entities could

• include the current year fair values for reporting units for which
quantitative measurements (under the first step of the two-step
goodwill impairment test) were performed, and
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• estimate the fair value for the reporting units for which qualitative
assessments were performed; the estimation could be based on the
results of past quantitative measurements (adjusted for subsequent
events and circumstances) or current carrying amounts (adjusted for
an estimate of fair value over carrying amount).

3.26 Sensitivity analyses. Because the concept of fair value is inherently
quantitative (that is, its end result is a value), in certain cases making a
qualitative assertion about the fair value of a reporting unit may require
supporting or corroborating quantitative analysis. As a result, entities may find
it beneficial to perform a sensitivity analysis on the inputs and assumptions
that most affect the fair value of each reporting unit. Based on the results of
the sensitivity analysis, the entity may want to consider whether it should
continue performing the qualitative assessment or proceed to the first step of
the goodwill impairment test for that reporting unit.

Example 3-1 — An Approach to Performing the
Qualitative Assessment
The following example illustrates one approach to determine whether the first
step of the two-step goodwill impairment test should be performed. The ex-
ample analyzes an entity, HealthCo, that has three reporting units (RU1, RU2,
and RU3). Each reporting unit has a positive carrying amount and is considered
separately based on specific facts and circumstances.

The example identifies both positive and negative relevant events and circum-
stances that have occurred since the last goodwill impairment test and evalu-
ates whether those changes have an impact on the inputs and assumptions that
most affect fair value for each reporting unit. In this example, HealthCo’s
assumptions regarding the fair value of its reporting units have been deter-
mined to be consistent with market participant assumptions.

The inputs and assumptions used in these example scenarios are illustrative
only and are not intended to serve as guidelines. Facts and circumstances for
each individual scenario should be considered when performing an analysis and
determining the extent of documentation needed (see paragraphs 3.19–.21 for
further discussion). The following example demonstrates one way to perform
and document the qualitative assessment. The task force believes that the
extent of documentation should be commensurate with the level of judgment
and qualitative analysis involved in supporting the positive assertion.

Background
HealthCo operates in the consumer health food and beverage industry and has
three reporting units that make, market, and distribute specific healthy prod-
ucts: RU1 specializes in energy drinks, RU2 in energy foods, and RU3 in
flavored water drinks. HealthCo currently sells its products to local, regional,
and national retailers in the United States.

HealthCo performs goodwill impairment testing for all of its reporting units as
of October 1, the first day of its fiscal fourth quarter. The last quantitative test
was performed as of October 1, 2X11, and all three reporting units passed the
step 1 test. The valuation methods used to perform the prior quantitative test
for all three reporting units included a discounted cash flow (DCF) method and
the use of market multiples from guideline public companies. HealthCo believes
that these methods are still relevant for determining fair value of its reporting
units. To determine inputs and assumptions that most affect fair value of its
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reporting units, HealthCo considered inputs and assumptions used in its last
quantitative test, as well as industry and market changes, and entity-specific
events. As a result, HealthCo identified the following key inputs and assump-
tions: revenue, growth rate, gross margin, EBITDA margin, discount rate,
market multiples, and market capitalization.

The current year’s test is performed as of October 1, 2X12.

The following table provides additional background information about the three
reporting units of HealthCo.

Excess of
Fair

Value
Over

Carrying
Amount

as of 10/
1/2X11

(as a
Percentage

of
Carrying
Amount)

Total
Assets as
of 10/1/

2X12

Year-to-
Date

Revenue
Through

9/30/
2X12

Goodwill
Balance

as of
10/1/
2X12

Excess of
HealthCo’s

Market
Capitalization

Over
Carrying

Amount as of
10/1/2X12

(In
Thousands)

RU1—
Energy
Drinks 21% $96,000 $360,000 $25,000 N/A

RU2—
Energy
Foods 8% 40,000 36,000 8,000 N/A

RU3—
Flavored
Water
Drinks 19% 60,000 105,000 15,000 N/A

Corporate 16,000 —

HealthCo
Total $212,000 $501,000 $48,000 30%

HealthCo determined that the following relevant events and circumstances
have occurred since the last impairment test was performed that could affect
the fair values of all three reporting units:

• General macroeconomic trends have been disappointing because
growth of the U.S. economy has continued to trend significantly lower
as compared with expectations. This is evidenced by a gross domestic
product (GDP) growth rate of 2 percent for the current year as
opposed to an expected5 growth rate of 3 percent.

5 Throughout this example, actual performance results since the last quantitative impair-
ment test are compared with expected performance for this period. In this context, references
to expectations and forecasts refer to projections for the current period that were included in
the prospective financial information used to arrive at the reporting units’ fair values during
the last quantitative impairment test.
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• Over the past year, HealthCo’s stock price increased slightly; however, the
average stock price for the guideline companies remained flat.

• HealthCo’s market capitalization has increased slightly over the past
year and exceeded its carrying amount by approximately 30 percent
at October 1, 2X12.

• The interest rate environment remained steady and is not expected
to have a significant impact on the cost of borrowing.

Evaluation of RU1
In addition to the relevant events and circumstances applicable to all three
reporting units (see the “Background” section of this example), HealthCo
identified the following specific relevant events and circumstances that have
occurred since the last impairment test was performed that could affect the fair
value or carrying amount of RU1:

• The market in which RU1 operates has experienced greater than
expected growth because the demand for energy drinks has increased
among various consumer groups.

• The market in which RU1 operates has grown increasingly competi-
tive due to the fact that several new competitors have entered the
energy drink market.

• RU1’s revenue grew by approximately 8 percent, compared with
expected growth of 5 percent, due to the introduction of 2 new
products that tested more favorably than expected in initial market-
ing surveys and the obtainment of celebrity endorsement for 1 of
these new products.

• As a result of the developments described in the preceding point,
RU1’s market share increased by 2 percent over expectations.

• RU1 relies on various foreign distributors for certain raw materials
and supplies. Unexpected unfavorable changes in foreign exchange
rates negatively impacted margins by less than 1 percent.

• As anticipated, operating expenses, even after considering the costs
of the celebrity endorsement, remained relatively flat and are not
expected to change significantly in the future.

• RU1’s gross margins exceeded expectations by 4 percent.

• RU1’s EBITDA grew at 8 percent, exceeding management’s expec-
tations by 4 percent. There were no significant capital investments
for RU1.

• Average EBITDA of the guideline companies was in line with analyst
expectations of 4 percent growth.

• Implied average market multiples of the relevant guideline compa-
nies remained flat over the last year.

• There have been no significant changes in the carrying amount or
composition of RU1.

HealthCo summarized its assessment of the relevant events and circumstances
that occurred since the last impairment test that could have an impact on the
fair value or carrying amount of RU1 by using the following table.6

6 Entities would need to determine an appropriate format for documenting the qualitative
assessment; the table in this example is simply one format of documentation.
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HealthCo’s Analysis and Conclusion
For the current year, it was decided to proceed with the qualitative assessment
for RU1. Performing the qualitative assessment involved identifying the inputs
and assumptions that most affect fair value, evaluating the significance of all
identified relevant events and circumstances, and weighing the factors to
determine whether it is more likely than not that the fair value of RU1 is less
than its carrying amount.

RU1 had a 21 percent cushion as of October 1, 2X11, and there have been no
significant changes in its carrying amount since that time. The events and
circumstances identified as having a positive impact on the inputs and as-
sumptions that most affect fair value were also determined to have a greater
impact on fair value than those identified as being negative events and
circumstances. Specifically, better than expected market demand for 2 new
products, as well as obtaining celebrity endorsement for 1 of these products, had
a positive impact on operating results. Revenue growth exceeded expectations,
and costs remained steady, resulting in higher than anticipated gross and
EBITDA margins. The steady interest rate environment is a macroeconomic
factor that is not expected to have a significant impact on the cost of borrowing.
HealthCo’s market capitalization increased slightly over the past year and
exceeded its carrying amount by approximately 30 percent at October 1, 2X12,
despite the fact that RU2 and RU3 performed below expectations since the last
impairment test (see parts B and C of this example); this may indicate that the
fair value of RU1 increased. Finally, the implied multiples for RU1’s guideline
companies remained flat over the last year, which may suggest that market
pricing since the last quantitative test has remained unchanged.

Although some identified relevant events and circumstances were classified as
having a negative impact on fair value, the impact was not considered to be high
and was mitigated by other positive events and circumstances, including the 21
percent cushion. For example, increased competition in the market in which
RU1 operates was mitigated by greater than anticipated growth in market
demand for energy drinks. Although the overall economy grew at a slower than
expected pace, this development had no clear impact on the fair value of RU1
for the current period; however, if GDP growth continues to decrease, RU1’s
operations may be negatively impacted. Although unexpected unfavorable
changes in foreign exchange rates negatively impacted margins, the impact was
not significant.

After evaluating and weighing all these relevant events and circumstances, it
was concluded that a positive assertion can be made7 from the qualitative
assessment that it is not more likely than not that the fair value of RU1 is less
than its carrying amount. As such, it is not necessary to perform the first step
of the two-step goodwill impairment test for RU1.

Evaluation of RU2
In addition to the relevant events and circumstances applicable to all three
reporting units (see the “Background” section of this example), HealthCo
identified the following specific relevant events and circumstances that have
occurred since the last impairment test was performed and that could affect the
fair value or carrying amount of RU2:

• Several new competitors have entered the market and established
entities have expanded product lines to include energy foods.

7 As discussed in paragraph 3.20, the task force believes that this positive assertion would
need to be supported by appropriate and relevant documentation.
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• Market share of RU2 declined by 3 percent, even though it was
expected to remain flat.

• Revenues decreased by 4 percent, compared with expected growth of
2 percent.

HealthCo’s Analysis and Conclusion
After considering the amount by which RU2 passed the first step of the two-step
goodwill impairment test in 2X11 (which was with a cushion of 8 percent), as
well as increased competition in this industry and a drop in market share and
revenues, it was decided to bypass the qualitative assessment and proceed
directly to performing step 1 of the goodwill impairment test for RU2.

Evaluation of RU3
In addition to the relevant events and circumstances applicable to all three
reporting units (see the “Background” section of this example), HealthCo
identified the following specific relevant events and circumstances that have
occurred since the last impairment test was performed and that could affect the
fair value or carrying amount of RU3:

• The market in which RU3 operates is showing signs of maturity,
including experiencing slower than expected growth; this suggests
that demand for flavored water drinks may be leveling off sooner
than anticipated.

• The market in which RU3 operates has experienced increased com-
petition from current competitors through offerings of new flavors,
sizes, and bottle styles.

• RU3’s revenue grew by approximately 2 percent, compared with
expected growth of 4 percent.

• RU3’s market share remained flat, which is consistent with expectations.

• Gross margins were flat, which is consistent with expectations.

• Consistent with expectations, RU3’s EBITDA remained flat.

• Implied average multiples from relevant guideline companies de-
creased slightly over the last year.

• Consistent with its strategic plan that was used in the last impair-
ment test, RU3 has integrated with RU1’s distribution systems in key
markets and has also made improvements to inventory controls,
resulting in a decrease in its products’ days in inventory. HealthCo
expects small but positive future impact on RU3’s margins.

• A lawsuit related to RU3 was filed for alleged patent infringement. The
suit is claiming damages for prior infringement and demanding future
royalty payments of 1 percent of sales to prevent future infringement.
HealthCo intends to vigorously defend the suit and believes an unfa-
vorable outcome is not probable. No liability related to the litigation has
been recorded and defense costs are deemed not significant.

• There was an increase of 5 percent in RU3’s carrying amount due to
capitalized costs incurred to integrate the distribution systems of
RU1 and RU3; the costs were funded by corporate.

HealthCo summarized its assessment of the relevant events and circumstances
that occurred since the last impairment test that could have an impact on the
fair value or carrying amount of RU3 by using the following table.

50 Testing Goodwill for Impairment

AAG-GDW 3.26



R
el

ev
an

t
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s

In
pu

ts
an

d
A

ss
u

m
pt

io
n

s
T

h
at

M
os

t
A

ff
ec

t
F

ai
r

V
al

u
e—

R
ev

en
u

e,
G

ro
w

th
R

at
e,

G
ro

ss
M

ar
gi

n
,

E
B

IT
D

A
M

ar
gi

n
,

D
is

co
u

n
t

R
at

e,
M

ar
ke

t
M

u
lt

ip
le

s,
or

M
ar

ke
t

C
ap

it
al

iz
at

io
n

W
ei

gh
t

of
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s—
H

ig
h

,L
ow

,o
r

M
ed

iu
m

N
at

u
re

of
Im

pa
ct

—
P

os
it

iv
e,

N
eg

at
iv

e,
or

N
eu

tr
al

N
at

u
re

of
E

vi
d

en
ce

—
S

u
bj

ec
ti

ve
(S

)
or

O
bj

ec
ti

ve
(O

)
O

th
er

C
om

m
en

ts

M
ac

ro
ec

on
om

ic
C

on
d

it
io

n
s

G
D

P
gr

ow
th

ra
te

of
2%

,c
om

pa
re

d
w

it
h

ex
pe

ct
ed

G
D

P
gr

ow
th

of
3%

.

D
is

co
u

n
t

ra
te

,
gr

ow
th

ra
te

M
ed

iu
m

N
eg

at
iv

e
O

S
lo

w
er

th
an

ex
pe

ct
ed

G
D

P
gr

ow
th

ra
te

is
a

n
eg

at
iv

e
fa

ct
or

th
at

co
u

ld
im

pa
ct

ca
sh

fl
ow

s.

In
d

u
st

ry
C

on
si

d
er

at
io

n
s

S
lo

w
er

th
an

ex
pe

ct
ed

gr
ow

th
in

de
m

an
d

fo
r

fl
av

or
ed

w
at

er
dr

in
ks

.

G
ro

w
th

ra
te

H
ig

h
N

eg
at

iv
e

S
L

ow
er

th
an

ex
pe

ct
ed

de
m

an
d

m
ay

su
gg

es
t

th
at

de
m

an
d

is
le

ve
li

n
g

of
f

so
on

er
th

an
an

ti
ci

pa
te

d.

M
ar

ke
t

in
w

h
ic

h
R

U
3

op
er

at
es

h
as

ex
pe

ri
en

ce
d

in
cr

ea
se

d
co

m
pe

ti
ti

on
fr

om

G
ro

w
th

ra
te

,
E

B
IT

D
A

m
ar

gi
n

H
ig

h
N

eg
at

iv
e

S
In

cr
ea

se
d

co
m

pe
ti

ti
on

m
ay

ha
ve

an
un

fo
re

se
en

ne
ga

ti
ve

im
pa

ct
on

R
U

3’
s

gr
ow

th
an

d
pr

of
it

ab
ili

ty
.

(c
on

ti
n

u
ed

)

Qualitative Assessment 51

AAG-GDW 3.26

www.ebook3000.com

http://www.ebook3000.org


R
el

ev
an

t
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s

In
pu

ts
an

d
A

ss
u

m
pt

io
n

s
T

h
at

M
os

t
A

ff
ec

t
F

ai
r

V
al

u
e—

R
ev

en
u

e,
G

ro
w

th
R

at
e,

G
ro

ss
M

ar
gi

n
,

E
B

IT
D

A
M

ar
gi

n
,

D
is

co
u

n
t

R
at

e,
M

ar
ke

t
M

u
lt

ip
le

s,
or

M
ar

ke
t

C
ap

it
al

iz
at

io
n

W
ei

gh
t

of
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s—
H

ig
h

,L
ow

,o
r

M
ed

iu
m

N
at

u
re

of
Im

pa
ct

—
P

os
it

iv
e,

N
eg

at
iv

e,
or

N
eu

tr
al

N
at

u
re

of
E

vi
d

en
ce

—
S

u
bj

ec
ti

ve
(S

)
or

O
bj

ec
ti

ve
(O

)
O

th
er

C
om

m
en

ts

cu
rr

en
t

co
m

pe
ti

to
rs

th
ro

u
gh

of
fe

ri
n

gs
of

n
ew

fl
av

or
s,

si
ze

s,
an

d
bo

tt
le

st
yl

es
.

E
n

ti
ty

-S
p

ec
if

ic
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s

R
ev

en
u

e
gr

ew
by

2%
,

co
m

pa
re

d
w

it
h

ex
pe

ct
ed

gr
ow

th
of

4%
.

G
ro

w
th

ra
te

H
ig

h
N

eg
at

iv
e

O
R

U
3

fe
ll

sh
or

t
of

it
s

re
ve

nu
e

gr
ow

th
ta

rg
et

,
in

pa
rt

du
e

to
cu

rr
en

t
ec

on
om

ic
co

nd
it

io
ns

an
d

sl
ow

er
th

an
ex

pe
ct

ed
gr

ow
th

in
m

ar
ke

t
de

m
an

d
fo

r
th

e
pr

od
uc

t.

M
ar

ke
t

sh
ar

e
re

m
ai

n
ed

fl
at

,w
h

ic
h

is
co

n
si

st
en

t
w

it
h

ex
pe

ct
at

io
n

s.

G
ro

w
th

ra
te

H
ig

h
N

eu
tr

al
O

R
U

3’
s

m
ar

ke
t

sh
ar

e
re

m
ai

n
ed

fl
at

de
sp

it
e

in
cr

ea
se

d
co

m
pe

ti
ti

on
,

bu
t

it
is

u
n

ce
rt

ai
n

w
h

et
h

er
it

ca
n

be
su

st
ai

n
ed

.

52 Testing Goodwill for Impairment

AAG-GDW 3.26



R
el

ev
an

t
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s

In
pu

ts
an

d
A

ss
u

m
pt

io
n

s
T

h
at

M
os

t
A

ff
ec

t
F

ai
r

V
al

u
e—

R
ev

en
u

e,
G

ro
w

th
R

at
e,

G
ro

ss
M

ar
gi

n
,

E
B

IT
D

A
M

ar
gi

n
,

D
is

co
u

n
t

R
at

e,
M

ar
ke

t
M

u
lt

ip
le

s,
or

M
ar

ke
t

C
ap

it
al

iz
at

io
n

W
ei

gh
t

of
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s—
H

ig
h

,L
ow

,o
r

M
ed

iu
m

N
at

u
re

of
Im

pa
ct

—
P

os
it

iv
e,

N
eg

at
iv

e,
or

N
eu

tr
al

N
at

u
re

of
E

vi
d

en
ce

—
S

u
bj

ec
ti

ve
(S

)
or

O
bj

ec
ti

ve
(O

)
O

th
er

C
om

m
en

ts

G
ro

ss
m

ar
gi

n
s

w
er

e
fl

at
,w

h
ic

h
is

co
n

si
st

en
t

w
it

h
ex

pe
ct

at
io

n
s.

G
ro

ss
m

ar
gi

n
s

H
ig

h
N

eu
tr

al
O

M
ar

gi
n

s
re

m
ai

n
ed

fl
at

de
sp

it
e

th
e

fa
ct

th
at

re
ve

n
u

e
gr

ew
at

le
ss

th
an

ex
pe

ct
ed

ra
te

.

R
U

3’
s

E
B

IT
D

A
re

m
ai

n
ed

fl
at

,
co

n
si

st
en

t
w

it
h

ex
pe

ct
at

io
n

s.

M
ar

ke
t

m
u

lt
ip

le
s

H
ig

h
N

eu
tr

al
O

N
/A

Im
pl

ie
d

av
er

ag
e

m
u

lt
ip

le
s

fr
om

re
le

va
n

t
gu

id
el

in
e

co
m

pa
n

ie
s

de
cr

ea
se

d
sl

ig
h

tl
y

ov
er

th
e

la
st

ye
ar

.

M
ar

ke
t

m
u

lt
ip

le
s

H
ig

h
N

eg
at

iv
e

O
N

/A

In
te

gr
at

io
n

w
it

h
R

U
1’

s
di

st
ri

bu
ti

on
sy

st
em

s.

E
B

IT
D

A
m

ar
gi

n
L

ow
P

os
it

iv
e

O
T

h
e

be
n

ef
ic

ia
l

fu
tu

re
im

pa
ct

on
m

ar
gi

n
s

fr
om

th
es

e
co

st
sa

vi
n

gs

(c
on

ti
n

u
ed

)

Qualitative Assessment 53

AAG-GDW 3.26

www.ebook3000.com

http://www.ebook3000.org


R
el

ev
an

t
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s

In
pu

ts
an

d
A

ss
u

m
pt

io
n

s
T

h
at

M
os

t
A

ff
ec

t
F

ai
r

V
al

u
e—

R
ev

en
u

e,
G

ro
w

th
R

at
e,

G
ro

ss
M

ar
gi

n
,

E
B

IT
D

A
M

ar
gi

n
,

D
is

co
u

n
t

R
at

e,
M

ar
ke

t
M

u
lt

ip
le

s,
or

M
ar

ke
t

C
ap

it
al

iz
at

io
n

W
ei

gh
t

of
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s—
H

ig
h

,L
ow

,o
r

M
ed

iu
m

N
at

u
re

of
Im

pa
ct

—
P

os
it

iv
e,

N
eg

at
iv

e,
or

N
eu

tr
al

N
at

u
re

of
E

vi
d

en
ce

—
S

u
bj

ec
ti

ve
(S

)
or

O
bj

ec
ti

ve
(O

)
O

th
er

C
om

m
en

ts

m
ay

m
it

ig
at

e
so

m
e

of
th

e
sh

or
tf

al
l

in
re

ve
n

u
e.

In
cr

ea
se

in
ca

rr
yi

n
g

am
ou

n
t

of
5%

.
L

ow
N

eg
at

iv
e

O
T

h
e

ch
an

ge
in

ca
rr

yi
n

g
am

ou
n

t
is

pr
im

ar
il

y
du

e
to

th
e

di
st

ri
bu

ti
on

sy
st

em
s’

in
te

gr
at

io
n

.
T

h
e

fa
ir

va
lu

e
of

th
e

ca
pi

ta
l

in
ve

st
m

en
t,

in
cl

u
di

n
g

th
e

co
st

sa
vi

n
gs

it
w

il
l

ge
n

er
at

e,
is

ex
pe

ct
ed

to
ex

ce
ed

it
s

ca
rr

yi
n

g
am

ou
n

t.
H

ow
ev

er
,t

h
is

is
co

n
si

de
re

d
a

n
eg

at
iv

e
fa

ct
or

du
e

to
th

e
ri

sk
th

at
R

U
3

w
il

l
n

ot
re

co
ve

r
it

s
in

ve
st

m
en

t.

54 Testing Goodwill for Impairment

AAG-GDW 3.26



R
el

ev
an

t
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s

In
pu

ts
an

d
A

ss
u

m
pt

io
n

s
T

h
at

M
os

t
A

ff
ec

t
F

ai
r

V
al

u
e—

R
ev

en
u

e,
G

ro
w

th
R

at
e,

G
ro

ss
M

ar
gi

n
,

E
B

IT
D

A
M

ar
gi

n
,

D
is

co
u

n
t

R
at

e,
M

ar
ke

t
M

u
lt

ip
le

s,
or

M
ar

ke
t

C
ap

it
al

iz
at

io
n

W
ei

gh
t

of
E

ve
n

ts
an

d
C

ir
cu

m
st

an
ce

s—
H

ig
h

,L
ow

,o
r

M
ed

iu
m

N
at

u
re

of
Im

pa
ct

—
P

os
it

iv
e,

N
eg

at
iv

e,
or

N
eu

tr
al

N
at

u
re

of
E

vi
d

en
ce

—
S

u
bj

ec
ti

ve
(S

)
or

O
bj

ec
ti

ve
(O

)
O

th
er

C
om

m
en

ts

Im
pr

ov
em

en
ts

to
in

ve
n

to
ry

co
n

tr
ol

s.
L

ow
P

os
it

iv
e

S
R

U
3’

s
im

pr
ov

ed
in

ve
n

to
ry

co
n

tr
ol

s
is

a
po

si
ti

ve
fa

ct
or

,
re

su
lt

in
g

in
a

de
cr

ea
se

in
it

s
pr

od
u

ct
s’

da
ys

in
in

ve
n

to
ry

.

P
en

di
n

g
la

w
su

it
.

E
B

IT
D

A
m

ar
gi

n
,

di
sc

ou
n

t
ra

te
L

ow
N

eg
at

iv
e

S
A

lt
h

ou
gh

m
an

ag
em

en
t

be
li

ev
es

an
u

n
fa

vo
ra

bl
e

ou
tc

om
e

is
n

ot
pr

ob
ab

le
,R

U
3

is
st

il
l

ex
po

se
d

to
fu

tu
re

u
n

ce
rt

ai
n

ti
es

.

O
th

er
C

on
si

d
er

at
io

n
s

P
ri

or
ye

ar
cu

sh
io

n
of

19
%

.
H

ig
h

P
os

it
iv

e
O

N
/A

Qualitative Assessment 55

AAG-GDW 3.26

www.ebook3000.com

http://www.ebook3000.org


HealthCo’s Analysis and Conclusion
For the current year, it was decided to proceed with the qualitative assessment
for RU3. Performing the qualitative assessment involved identifying the inputs
and assumptions that most affect fair value, evaluating the significance of all
identified relevant events and circumstances, and weighing the factors to
determine whether it is more likely than not that the fair value of RU3 is less
than its carrying amount.

Several of the entity-specific events and circumstances identified as having a
negative impact on the inputs and assumptions that most affect fair value were
also determined to have a greater impact on fair value than those identified as
being positive events and circumstances. The overall economy grew at a slower
pace than expected, as did the demand for flavored water drinks. This lower
than expected demand for flavored water drinks may suggest that demand is
leveling off sooner than anticipated. In addition, current competitors offering
new flavors of water, sizes, and bottle styles may have a negative impact on
RU3’s operating results going forward. In 2X11, RU3’s market share remained
flat despite the increased competition, but it is unclear whether its market
share can be sustained. RU3’s performance during the current year was
disappointing, with revenue growth being below forecast.Although the shortfall
in revenue may be mitigated by future cost savings resulting from the inte-
gration with RU1’s distribution systems and its improved inventory controls,
the positive impact is not expected to be sufficient to fully compensate for it.
Gross and EBITDA margins remained flat, as expected. The implied multiples
for RU3’s guideline companies decreased slightly over the last year, which may
suggest that market pricing has declined. Also, the uncertainty concerning its
pending lawsuit may have a negative impact on RU3’s fair value. Although RU3
had a 19 percent cushion from the prior year, this cushion may be reduced if
RU3 does not recover the capital costs incurred to integrate with RU1’s
distribution systems.

After evaluating and weighing all these relevant events and circumstances and
due to the number of negative events identified, it is difficult to determine the
effect on fair value. Therefore, it was concluded that a positive assertion cannot
be made8 that it is not more likely than not that the fair value of RU3 is less
than its carrying amount. As such, it is necessary to proceed to performing step
1 of the goodwill impairment test for RU3.

8 As stated in paragraph 3.21, the task force believes documentation of the qualitative
assessment for a reporting unit would only be required when an entity is relying on the
qualitative assessment.
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Measuring Fair Value of a Reporting Unit

Introduction
4.01 Financial Accounting Standards Board (FASB) Accounting Stan-

dards Codification (ASC) 820, Fair Value Measurement, establishes a frame-
work for measuring fair value and requires certain disclosures about fair value
measurements. FASB ASC 820 is a broad, principles-based standard that
applies to all entities, transactions, and instruments that require or permit fair
value measurements.

4.02 FASB ASC 350-20-35-22 states that

[t]he fair value of a reporting unit 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. Quoted market prices
in active markets are the best evidence of fair value and shall be used
as the basis for the measurement, if available.

4.03 Typically, a quoted market price for a reporting unit is not available.
If, however, a reporting unit is an entity, or is within an entity, with publicly
traded equity securities, a market capitalization for the reporting unit would
exist. FASB ASC 350-20-35-22 cautions that “the market price of an individual
equity security (and thus the 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.”

4.04 FASB ASC 350-20-35-23 further explains that

[s]ubstantial value may arise from the ability to take advantage of
synergies and other benefits that flow from control over another
entity. Consequently, measuring the fair value of a collection of assets
and liabilities that operate together in a controlled entity is different
from measuring the fair value of that entity’s 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 for a number of equity securities representing less than a
controlling 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 security, therefore, need not be
the sole measurement basis of the fair value of a reporting unit.

4.05 FASB ASC 350-20-35-24 states that

[i]n estimating the fair value of a reporting unit, a valuation tech-
nique based on multiples of earnings or revenue or a similar perfor-
mance measure may be used if that technique is consistent with the
objective of measuring fair value. Use of multiples of earnings or
revenue in determining the fair value of a reporting unit may be
appropriate, for example, when the fair value of an entity that has
comparable operations and economic characteristics is observable
and the relevant multiples of the comparable entity are 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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multiples are known are not of a comparable nature, scope, or size as
the reporting unit for which fair value is being estimated.

4.06 The Impairment Task Force (task force) believes that the use of a
valuation technique based on multiples is appropriate provided that guideline
public companies or guideline company transactions with comparable opera-
tions and economic characteristics can be identified. If identified guideline
companies or transactions exhibit certain differences when compared to the
reporting unit, but are otherwise deemed to be reasonably similar, the observ-
able multiples for the guideline companies and transactions can be adjusted to
account for these differences. Such adjustments relate to factors including
profitability, anticipated growth, size, working capital, nonrecurring or nonop-
erating income or expenses, or differences in accounting policies. The purpose
of making adjustments to observable multiples is to make the guideline
company or transaction more comparable to the reporting unit.

Market Participant Assumptions
4.07 FASB ASC 820-10-35-9 states that “[a] reporting entity shall mea-

sure 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 their economic best interest.” When measuring the fair value
of a reporting unit for goodwill impairment testing, the task force notes that
questions about fair value assumptions concerning highest and best use can
arise when the current use of a specific reporting unit may be different from
how a market participant may intend to hold the same net assets. In those
situations, interrelationships or synergies among two or more reporting units
would need to be considered for purposes of determining a fair value of each
reporting unit.

4.08 The task force believes that when a discounted cash flow (DCF)
method is used to measure the fair value of the reporting unit, cash flows and
elements of the discount rate (for example, size premium)1 should be evaluated
to ensure they reflect market participant assumptions for the reporting unit.
Similar consideration for adjustments might be necessary when using a market
approach to ensure appropriate comparable entities are utilized (see paragraph
4.58).

Example 4-1—Incorporating Market Participant Assumptions in Pro-
spective Financial Information

Entity A owns and operates 50 retail stores organized for internal reporting
purposes into 2 operating segments (East and West). The East operating
segment has been determined to have 2 reporting units and the West operating
segment has been determined to have 1 reporting unit. Entity A benefits from
certain economies of scale, utilizing the purchasing power of all 50 stores when
negotiating purchases of both inventory and supplies. Entity A believes market
participants would also be able to realize such economies of scale as they would

1 The size premium refers to the additional risk and, therefore, the higher cost of capital
associated with a smaller size entity. Morningstar provides the following definitions for
mid-cap, low-cap, and micro-cap stocks: “Mid-Cap stocks are defined as the aggregate of
size-deciles 3-5 of the NYSE/AMEX/NASDAQ; Low-Cap stocks are defined as the aggregate of
size-deciles 6-8 of the NYSE/AMEX/NASDAQ; Micro-Cap stocks are define as the aggregate of
size-deciles 9-10 of the NYSE/AMEX/NASDAQ.”
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either acquire all of the reporting units together or would possess similar
existing assets to enable such lower costs to be realized if acquired individually.

Entity A measures the fair value of each reporting unit individually. When
measuring cash outflows for each reporting unit under the discounted cash flow
method, Entity A will assume for each reporting unit the benefits arising from
the combined purchasing power of all reporting units (bottom-up approach).

The task force believes if market participants would be expected to realize
economies of scale, by possessing similar assets or by purchasing the reporting
units together, such economies of scale represent appropriate considerations to
fair value of each reporting unit. The task force further believes that such
considerations should be incorporated through the use of this approach because
this conforms to the requirement to test goodwill for each reporting unit
independently.

When measuring the fair value of reporting units it would not be appropriate
to measure the fair value of the multiple reporting units together and then
allocate the fair value of the combined reporting units to the individual
reporting units (top-down approach). The task force believes that the applica-
tion of this approach would be viewed as combining reporting units for testing
which is not permitted.

The task force notes, however, that this approach may be appropriate, as
discussed in paragraph 4.79, when testing for the reasonableness of the
aggregated sum of the fair value measurements of the entity’s individual
reporting units to its market capitalization.

Effects of Noncontrolling Interest When Measuring the
Fair Value of the Reporting Unit

4.09 The fair values of controlling and noncontrolling interests may be
recorded on a different per-share fair value. One reason for a difference could
be the inclusion of a control premium in the per-share fair value of the
controlling interest in the reporting unit or, conversely, the inclusion of a
discount for lack of control in the per-share fair value of the noncontrolling
interest.

4.10 A control premium generally represents the amount paid by a new
controlling shareholder for the benefit of controlling the acquiree’s assets and
cash flows. The elements of control derived by an acquirer can be categorized
as (a) benefits derived from potential synergies that result from combining the
acquirer’s assets with the acquiree’s assets, and (b) the acquirer’s ability to
influence the acquiree’s operating, financial, or corporate governance charac-
teristics (for example, improve operating efficiency, appoint board members,
declare dividends, and compel the sale of the entity).

4.11 Synergies, rights, and preferences will often benefit the acquiree as
a whole, including the noncontrolling interest. When determining the fair value
of the noncontrolling interest, entities would need to understand whether, and
to what extent, the noncontrolling interestwill benefit from those synergies. To
derive a noncontrolling interest value from a controlling interest value, con-
sideration of a discount for lack of control may be necessary to account for the
synergies that would not transfer to the noncontrolling interest.
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4.12 In the context of a goodwill impairment test, a noncontrolling
interest can be present above the reporting unit, within the reporting unit, or
both. For example, the reporting unit could be partially owned by its parent (see
noncontrolling interest A in the following chart).
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4.13 In another case, the reporting unit might be wholly owned while it
consolidates an entity that is partially owned by the reporting unit (see
noncontrolling interest B in the following chart).

4.14 FASB ASC 350-20-35-22 states that “[t]he fair value of a reporting
unit 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 be sold as a whole, both the controlling and noncontrolling
interest would be sold.

4.15 Because the 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 A in the chart in paragraph 4.12), the fair value of the controlling
interest and the noncontrolling interest would likely be the same on a per-share
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value basis. In other words, the sale of the reporting unit would likely result in
the same per share value for the controlling interest and noncontrolling
interest A, as both would likely participate in the exchange transaction at the
same per share price, absent any rights or restrictions to the contrary. In
contrast, when a controlling interest but not the entire interest in an entity is
acquired in a 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 noncon-
trolling interest does not participate in the exchange transaction at the acqui-
sition date, the inclusion of a discount for lack of control in the per-share fair
value of the noncontrolling interest may be appropriate.

4.16 Conversely, when a reporting unit consolidates entities that are less
than wholly owned (see noncontrolling interest B in the chart in paragraph
4.13), the sale of the reporting unit as a whole could continue to leave a
noncontrolling interest outstanding (that is, the noncontrolling interest may
not participate in the 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 the per-share fair
value of the controlling and noncontrolling 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 originally acquired and
accounted for under FASB ASC 805, Business Combinations, assuming that
there are no changes in the ownership percentages between acquisition date
and impairment test date.

Valuation Techniques
4.17 FASB ASC 820-10-35-24 states that “[a] reporting entity shall use

valuation techniques that are appropriate in the circumstances and for which
sufficient data are available to measure fair value, maximizing the use of
relevant observable inputs and minimizing the use of unobservable inputs.”
When measuring the fair value of a reporting unit, multiple valuation tech-
niques are often used. FASB ASC 820-10-35-24B provides that “[i]f multiple
valuation techniques are used to measure fair value, the results (that is,
respective indications of fair value) shall be evaluated considering the reason-
ableness of the range of values indicated by those results.” See schedule 4.12
of the “Comprehensive Example” section, which illustrates a summary of the
results of measuring the fair value of a reporting unit using multiple valuation
techniques.

4.18 FASB ASC 820-10-35-25 states that

[v]aluation techniques used to measure fair value shall be applied
consistently. However, a change in a valuation technique or its
application (for example, a change in its weighting when multiple
valuation techniques are used or a change in an adjustment applied
to a valuation technique) is appropriate if the change results in a
measurement that is equally or more representative of fair value in
the circumstances.

4.19 The following sections and schedules illustrate fair value measure-
ment techniques often used to measure fair value of a reporting unit. Specifi-
cally, the DCF method (a method under the income approach), the guideline
public company method (a method under the market approach), and the
guideline company transactions method (a method under the market approach)
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will be discussed and illustrated. Discussion and illustration are also provided
of weighting when multiple valuation techniques are used and of comparing
fair value measurements to external fair value indications.

4.20 The detailed discussion and illustration of the DCF method (para-
graphs 4.21–.42, 4.86–.87, and schedules 4.1–4.9 of the “Comprehensive Ex-
ample” section), guideline public company method (paragraphs 4.44–.72, 4.88,
and schedules 4.10–4.10.2 of the “Comprehensive Example” section), and guide-
line company transactions method (paragraphs 4.73–.83, 4.89, and schedules
4.11–4.11.1 of the “Comprehensive Example” section) included in this guide are
performed at an enterprise value level, meaning that the resulting fair value
measurement is for the enterprise value of the reporting unit. In order to
convert an enterprise value to an equity value, the fair value of the debt is
subtracted from the fair value of the enterprise. In many cases, the fair value
of debt is assumed to be equal to its underlying book value. However, there may
be situations when the fair value of debt may not be the same as its book value
due to changes in underlying interest rates or nonperformance risk. In these
situations, the fair value of debt would be measured in accordance with
guidance in FASB ASC 820 assuming an orderly transaction between market
participants. Consideration would be given to repayment terms of the debt,
current interest rates on comparable debt, and nonperformance risk. The step
1 conclusion may be impacted when the fair value of debt does not equal the
book value of debt. 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 the Income Approach to Estimate Fair Value of a
Reporting Unit

4.21 Paragraphs 1.09–.11 provide a brief overview of the income ap-
proach. The valuation technique commonly used in applying the income ap-
proach to value a reporting unit is the DCF method (which is illustrated in
schedules 4.1–4.9 of the “Comprehensive Example” section). When using the
income approach, there are many factors to consider, some of which are
discussed in greater detail in the following sections.

Treatment of Risk

4.22 The perceived risk of the cash flows being discounted determines the
magnitude of the discount rate. Theoretically, investors are compensated, in
part, based on the degree of inherent risk and, therefore, would require
additional compensation in the form of a higher rate of return for investments
bearing additional risk.

4.23 FASB Concepts Statement No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements,2 and paragraphs 5–20 of FASB
ASC 820-10-55 provide a framework for determining the appropriate discount
rate for cash flows with a specific risk profile. They describe two basic tech-
niques: the discount rate adjustment (formerly referred to as traditional)

2 The Financial Accounting Standards Board (FASB) Concepts Statements were not codi-
fied; however, the task force believes that FASB Concepts Statement No. 7, Using Cash Flow
Information and Present Value in Accounting Measurements, provides relevant guidance and,
therefore, included references to it in this guide. (FASB Concepts Statements are available at
www.fasb.org/jsp/FASB/Page/SectionPage&cid=1176156317989.)
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technique (DRAT) and the expected present value (or expected cash flow)
technique (EPVT).

4.24 Under the discount rate adjustment technique, which is discussed in
paragraphs 10–12 of FASB ASC 820-10-55, risk is assigned to, or incorporated
into, the discount rate.3 The discount rate adjustment technique uses a single
set of cash flows from the range of possible estimated amounts, whether
contractual or promised or most likely cash flows. In all cases, those cash flows
are conditional upon the occurrence of specified events. Those conditional cash
flows are then discounted to present value using a risk-adjusted 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.

4.25 FASB ASC 820-10-55-13 states that

[t]he expected present value technique uses as a starting point a set
of cash flows that represents the probability-weighted average of all
possible future cash flows (that is, the expected cash flows). The
resulting estimate is identical to expected value, which, in statistical
terms, is the weighted average of a discrete random variable’s pos-
sible values with the respective probabilities as the weights. Because
all possible cash flows are probability-weighted, the resulting ex-
pected cash flow is not conditional upon the occurrence of any
specified event (unlike the cash flows used in the discount rate
adjustment technique).

However, as indicated in FASB ASC 820-10-55-18

...to apply the expected present value technique, it is not always
necessary to take into account distributions of all possible cash flows
using complex models and techniques. Rather, it might be possible to
develop a limited number of discrete scenarios and probabilities that
capture the array of possible cash flows. For example, a reporting
entity might use realized cash flows for some relevant past period,
adjusted for changes in circumstances occurring subsequently (for
example, changes in external factors, including economic or market
conditions, industry trends, and competition as well as changes in
internal factors affecting the reporting entity more specifically),
taking into account the assumptions of market participants.

4.26 The expected present value technique has two variations:

• In method 1, the probability-weighted expected cash flows are first
adjusted for systematic (market) risk by subtracting a cash risk
premium (that is, risk-adjusted expected cash flows). Those risk-
adjusted expected cash flows represent a certainty-equivalent cash
flow, which is discounted at the risk-free interest rate. A certainty-
equivalent cash flow refers to a probability-weighted expected cash
flow, adjusted for risk so that a market participant would be indif-
ferent to trading the certain cash flows for the risky probability-
weighted expected cash flows.The Black-Scholes model is an example
of this method; risk-neutral simulation techniques and lattice models
are other examples. In practice, the task force believes it is imprac-
tical to directly assess the certainty-equivalent cash flows for an

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

64 Testing Goodwill for Impairment

AAG-GDW 4.24



entity or its equity securities, so aside from Black-Scholes and other
techniques that use a risk neutral framework, method 1 is rarely
used.

• In method 2, the probability-weighted expected cash flows are ad-
justed for systematic (that is, market) risk by applying a risk pre-
mium to the risk-free interest rate. Accordingly, the cash flows are
discounted at a risk-adjusted rate of return that corresponds to an
expected rate associated with these probability-weighted cash flows
(that is, an expected rate of return). Models used for pricing risky
assets, such as the capital asset pricing model, can be used to
estimate the expected rate of return. As in the discount rate adjust-
ment technique, the greater the perceived risk associated with the
expected cash flows, the higher the discount rate associated with it.
Because in this method all possible cash flows are probability weighted,
the resulting expected cash flow is not conditional upon the occur-
rence of any specified event, unlike the cash flows used in the
discount rate adjustment technique. Thus, the overall discount rates
used in discounting probability-weighted cash flows are often lower
than those used in discounting single best estimate (success) cash
flows, all else being equal. Note, however, that probability-weighted
cash flows are not the same as certainty-equivalent cash flows, and
the discount rate used would still be significantly higher than the
risk-free rate.

4.27 In either case, the overriding principle contained in those techniques
is that the discount rate used to discount the prospective cash flows should
reflect assumptions that are consistent with the risks inherent in the cash
flows. Conditional cash flows are discounted using a conditional rate, and
expected cash flows are discounted using an expected rate. In theory, the two
techniques consider the same risks; the DRAT reflects the risk through ad-
justments to the discount rate,4 whereas the EPVT primarily reflects this risk
in the expected cash flows.

4.28 FASB ASC 820 does not limit the use of present value techniques to
measure fair value to these three choices. There are many elements of risk that
may be handled by adjusting the level of expected cash flows or the discount
rate or both.

4.29 Both the DRAT and EPVT involve subjectivity either in selecting an
appropriate discount rate or in assigning probabilities to cash flow outcomes.
Generally, if applied properly, both the DRATs and EPVTs would be expected
to produce consistent results. The task force also recognizes that valuation
specialists are often faced with a single scenario with respect to prospective
financial information (PFI) and that scenario may have additional risks that
would be best accounted for under the DRAT.

Measuring Final Cash Flow Amount or Terminal Value

4.30 The terminal value represents the reporting unit’s value as of the
end of the discrete cash flow period in a discounted cash flow model, when
earnings are expected to stabilize. The discrete period needs to be long enough

4 Adjustments to discount rates are beyond the scope of this guide as this topic is not unique
to valuation of a reporting unit for goodwill impairment testing purposes. However, various
resources exist in general valuation literature discussing derivation of discount rates.
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for the entity to reach a steady state, which generally possesses the following
characteristics:

• The entity grows at a constant rate and reinvests a constant pro-
portion of its operating profits into the business each year.

• The entity earns a constant rate of return on new capital invested.

• The entity earns a constant return on its base level of invested
capital.

4.31 The discrete period often represents a significant component of the
total reporting unit value. Acceptable and commonly used methods for calcu-
lating a terminal value include a long-term growth rate method such as the
Gordon growth model, the two-stage growth method, the H-Model method,5 and
the observed (exit) market multiple method. After applying one of these
methods, the terminal value is incorporated into the DCF calculation by
discounting the future value of the terminal value to a present value.

4.32 If a terminal value is estimated using an exit multiple method, and
the weighted average cost of capital is deemed to be an appropriate basis for the
discount rate, the best practice for determining whether the terminal value is
reasonable is to calculate the implied growth inherent in the selected exit
multiple. For mature companies, the following variation of the Gordon growth
model could be used:

Discount
Rate −

Terminal Cash
Flow

= Implied Long-Term
Growth RateCalculated

Terminal Value

4.33 For early stage companies, alternative approaches (for example,
using declining growth rates over time in combination with a long-term cost of
capital) may be more appropriate. A probability based scenario as described in
paragraph 4.25 may also be appropriate.

Adjustments to Prospective Financial Information

4.34 Estimating cash flows to be used when applying a DCF method
typically begins with management’s strategic plan for the reporting unit being
valued. It is often necessary for adjustments to be made to those amounts to
ensure consistency with the valuation objective of estimating the fair value of
the reporting unit under the framework of FASB ASC 350. Although not an
exhaustive list, the following considerations and adjustments might be neces-
sary, some of which are illustrated in schedule 4.3 of the “Comprehensive
Example” section:

• Planned acquisition activity. Prospective cash flows associated with
assumed acquisition activity may overstate the fair value of the

5 The common theme among various long-term growth methods is that a long-term growth
method estimates terminal value based upon the present value of estimated future cash flows.
The Gordon growth model is used when the entity is expected to have a stable long-term growth
rate in the terminal period. The two-stage method is used when the entity is expected to have
an initial phase of higher growth in the terminal period followed by a subsequent phase of
stable long-term growth. The H-Model is similar to the two-stage method except the initial
phase of higher growth is not constant but declines linearly over time to reach the subsequent
phase of stable long-term growth.
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reporting unit relative to the carrying amount. This difference 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, assumed acquisitions are typically
removed from cash flow estimates. This adjustment is illustrated in
schedule 4.3 of the “Comprehensive Example” section; revenue, ex-
penses, and other adjustments to cash flow associated with the future
acquisition are reflected in the PFI.

• 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 capital as of the measurement date, this amount would be
an adjustment to the concluded fair value of the reporting unit. Some
of the items to consider in connection with working capital are as
follows:

— Cash. Cash is generally excluded from working capital for
goodwill impairment testing purposes.6 However, in some cases
an operational amount of cash may be included in working
capital.

— Debt. Net working capital is generally calculated on a debt-free
basis by excluding current portion of funded long-term debt.

— Deferred revenue. Consistent with guidance in paragraph 2.2.07
of the Appraisal Foundation document setting forth best prac-
tices for The Identification of Contributory Assets and the
Calculation of Economic Rents,7 if the revenue component of
the PFI was developed on an accrual basis, then it likely would
be appropriate to include the deferred revenue as a component
of working capital.

• Nonoperating assets and liabilities. To the extent a reporting unit has
nonoperating assets or liabilities as of the measurement date re-
flected in the carrying amount of the reporting unit, these amounts
would be adjustments to the fair value of the reporting unit. For
example, amounts included on a reporting unit balance sheet for
investments accounted for under the equity method need to be
analyzed to see whether the PFI and corresponding discounted cash
flows reflect the impact of owning the investment. If the impact is not
included, the fair value of these investments would need to be added
to the DCF indication of fair value.

• Legal form of reporting unit. Some reporting units are held as or
within partnerships, limited liability companies (LLCs), or other
pass-through entities. With these legal forms, the reporting unit is
not subject to the payment of income taxes. The task force believes
that, generally, market participants would be in the legal form of C
corporations and, thus, subject to income taxes. Accordingly, in most
cases, for reporting units held as or within partnerships, LLCs, or
other pass-through entities, the discounted cash flows would be

6 In this example cash is excluded from working capital.
7 The Appraisal Foundation document setting forth best practices for The Identification of

Contributory Assets and the Calculation of Economic Rents is available at the Appraisal
Foundation’s website at https://appraisalfoundation.sharefile.com/d/s80f9c7da9e744de9.

Measuring Fair Value of a Reporting Unit 67

AAG-GDW 4.34

www.ebook3000.com

http://www.ebook3000.org


calculated on an after-tax basis (corporate level) to ensure consis-
tency with market participant assumptions (even though the report-
ing unit is not currently subject to income taxes). In certain limited
circumstances, however, pass-through entity traits may be present
among both buyers and sellers and, thus, may influence the devel-
opment of market participant assumptions such that the effect of
income taxes on the valuation of the reporting unit may be more
complicated to determine. In these circumstances, entities may need
to consider obtaining assistance from tax professionals.

• Depreciation and amortization amounts. Depreciation and amortiza-
tion are not cash flow items and, thus, represent adjustments to
management’s strategic plan amounts, as shown on schedule 4.2 of
the “Comprehensive Example” section. However, tax depreciation
and tax amortization benefits result in cash tax savings that would
need to be included in the cash flow calculation supporting the
estimate of fair value. In situations in which book depreciation and
amortization are reflected in the PFI, the task force believes one
would need to ensure that the use of book measurements would not
otherwise distort the analysis due to large differences between tax
and book bases. (The tax amortization benefit calculation is illus-
trated in schedule 4.7 of the “Comprehensive Example” section.)
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 depre-
ciation deductions. Capital expenditures may be slightly higher than
depreciation in the terminal calculation if this calculation reflects an
element of inflation. In this case, the cash outflow of capital expen-
ditures represents current dollars expended whereas the deprecia-
tion recovery represents historical cost basis.

• Share-based compensation. Management’s PFI may include an ad-
justment for share-based compensation to arrive at free cash flows or
debt free cash flows because this is a noncash expense. Whether
applying an income or market approach, the task force believes
noncash expenses associated with share-based payments should be
included as a cash outflow. This adjustment would be needed to the
extent such expenses are thought to be compensatory in lieu of cash
and, therefore, similar in nature to other accruals included in PFI.
This adjustment is illustrated in schedule 4.3 of the “Comprehensive
Example” section.

• Fixed and variable costs. Management’s strategic plan needs to be
assessed to ensure that imbedded assumptions about fixed and
variable cost trends are consistent with those of market participants.
For example, if an entity is experiencing profits greatly exceeding
competitor profits, but that are still reasonable given the entity’s
current position in the marketplace, consideration would need to be
given to the current operating leverage and whether it can be
sustained into perpetuity given the barriers to entry and potential
competition absorbing market share.

• Income tax rate. The task force believes that the appropriate tax rate
would generally represent statutory rates adjusted for assumptions
that are observable and applicable to market participants (for ex-
ample, research and development credits which are applicable to
market participants). The task force recommends starting with the
statutory tax rate of the reporting entity and comparing it to the
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entity’s historical effective tax rate and industry data. Based on this
comparison, the entity would determine whether it is necessary to
adjust the statutory rate of the reporting entity to reflect the market
participant assumptions. One would need to understand specific tax
circumstances of the reporting entity, such as net operating loss
carry-forwards, penalties, and special payments, as well as economic
conditions and other factors that could cause the reporting entity’s
historical rate, industry data, or other rates considered in the analy-
sis to temporarily deviate from the statutory rate.

• Related party transactions. Intercompany transactions may require
adjustment if the terms are not consistent with what market par-
ticipants 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 the PFI of a reporting unit needs to be assessed
for reasonableness because these amounts should be consistent with
expectations of market participants.

• Interest-bearing operating debt. When interest-bearing operating debt
is determined to be included in the carrying amount of a reporting
unit as a working capital item, the interest expense on the interest-
bearing operating debt would be treated as part of the cash flows.

Income Tax Considerations: Taxable Versus Nontaxable
Determination

4.35 Unlike the determination of the carrying amount of a reporting unit,
FASB ASC 350-20-35-25 states that

[b]efore estimating the fair value of a reporting unit, an entity shall
determine whether that estimation should be based on an assump-
tion that the reporting unit could be bought or sold in a nontaxable
transaction or a taxable transaction. Making that determination is a
matter of judgment that depends on the relevant facts and circum-
stances and must be evaluated carefully on a case-by-case basis.

4.36 In making the determination whether 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 nontaxable transaction or a taxable transaction, FASB
ASC 350-20-35-26 states that

...an entity shall consider all of the following:

a. Whether the assumption is consistent with those that market-
place participants would incorporate into their estimates of fair
value [discussed in paragraph 4.37 of this guide]

b. The feasibility of the assumed structure [discussed in para-
graphs 4.38–.40 of this guide]

c. Whether the assumed structure results in the highest and best
use and would provide maximum value to the seller for the
reporting unit, including consideration of related tax implica-
tions [discussed in paragraphs 4.41–.42 of this guide]
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4.37 The task force believes the following may be useful to consider when
evaluating the nontaxable versus taxable assumption:

• Structure of observed comparable transactions in the market. These
transactions may be analyzed to determine if they were structured as
nontaxable or taxable transactions. Consideration needs to be given
to the nature and timing of the observed transactions and the
relevant terms and conditions, the objective being to align the facts
and circumstances of observed transactions with those present in the
reporting unit subject to valuation.

• Type of buyer. The buyers in the observed transactions may be
analyzed to determine whether they represent financial or strategic
buyers. This assumption would need to be compared with other
external analyses, such as the availability of synergies or other
elements of control to the market participant buyer.

• Tax status of market participant. The tax status of a market partici-
pant in the observed transaction may be analyzed to determine
whether it reflects the attributes of a taxable or nontaxable trans-
action. For pass-through entities (partnerships, LLCs, S corpora-
tions), it is unlikely any deferred tax assets or liabilities will be
reflected on the balance sheet and, thus, the reporting unit(s) subject
to fair value measurement, because these entities do not typically
incur income taxes. Regardless, it is necessary that the assumed
transaction structure consider whether the tax status of a market
participant would reflect the attributes of a taxable or nontaxable
transaction as it may be concluded the market participant would not
be a pass-through entity.

4.38 FASB ASC 350-20-35-27 states that

[i]n determining the feasibility of a nontaxable transaction, an entity
shall 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
entity’s ability to treat a sale of the unit as a nontaxable
transaction

4.39 The task force believes that the absence of a legal entity consistent
with the reporting unit may not be sufficient to support an assertion that a
nontaxable transaction is not feasible if a legal entity could be formed to
transfer the net assets of the reporting unit.8 Also, the task force believes that
the nature of the reporting unit’s assets and liabilities may affect the feasibility
of a nontaxable transaction. For example, a reporting unit subject to material
litigation may not be permitted to structure a nontaxable transaction if market
participants would not be willing to assume the potential litigation liability.

4.40 The task force believes if a defensible position can be sustained about
the feasibility of one transaction structure over another using qualitative
arguments, there may be a supportable position that additional quantitative
analysis regarding net proceeds (pursuant to paragraph 4.36c) of a nontaxable
versus taxable transaction is not warranted. If both transaction structures are

8 Entities may need to consult with tax professionals to determine the feasibility of specific
tax structures.
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feasible but market participants would favor one over the other, the market
participant transaction structure would be used. If both transaction structures
are feasible and used by market participants, additional analysis would be
performed to estimate which transaction structure is likely to result in higher
proceeds, net of taxes, to the seller.

4.41 One method of quantifying the gross proceeds under a nontaxable
versus taxable transaction is to construct discounted cash flows under each
scenario (as is illustrated in schedules 4.5–4.9 of the “Comprehensive Example”
section). For a nontaxable model (illustrated in schedule 4.5 of the “Compre-
hensive Example” section), the task force recommends considering the following
general guidelines:

• Revenue and operating expenses need to follow management’s PFI
and reflect assumptions consistent with a market participant per-
spective (see schedule 4.4 of the “Comprehensive Example” section).

• Tax depreciation and amortization needs to be reflected through the
discrete period cash flows based on the assets carryover tax basis.
Identifying tax depreciation and amortization amounts often re-
quires the assistance of entity tax personnel or external advisers. See
paragraph 4.34 for further discussion of depreciation and amortiza-
tion.

• The remaining benefit relating to the amortization of carryover
intangibles beyond the discrete period needs to be included on a
present value basis as a lump sum addition to concluded fair value
of invested capital. The benefits of the carryover tax amortization
may extend beyond the discrete period reflected in the PFI, but they
do not represent a benefit that will be available into perpetuity
because the underlying intangible assets have a finite period of tax
amortization, usually 15 years per Internal Revenue Code (IRC)
Section 197. Therefore, the benefit reflected in the nontaxable model
only reflects the tax benefits associated with the carryover amorti-
zation of intangible assets.

• Other tax attributes such as net operating loss carry forwards need
to be reflected in the DCF subject to IRC Section 382 limitations.
Note that these amounts are included in 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 determination about the potential utilization of these attributes,
not the seller.

• The present value of the anticipated future cost savings attributable
to synergies is included as an additional component of value because
it is not otherwise reflected in the DCF method.

4.42 The task force recommends that the following additional guidelines
be considered for a taxable model (which is illustrated in schedule 4.7 of the
“Comprehensive Example” section):

• Depreciation would need to reflect the use of the stepped up tax basis
and depreciation based on the Modified Accelerated Cost Recovery
System category (see schedule 4.7.1 of the “Comprehensive Example”
section).

• The analysis would not reflect a separate line item for amortization.
Note this difference compared to the nontaxable model (see schedule
4.5 of the “Comprehensive Example” section).
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• The benefit relating to the amortization of intangibles could be
reflected on a present value basis as a lump sum addition to the fair
value of invested capital. Note that this is the same as the typical IRC
Section 197 benefit that is observed in business combinations.

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

4.43 Paragraphs 1.12–.16 provide a brief overview of the market ap-
proach. Two commonly used valuation techniques for measuring the fair value
of a reporting unit under the market approach are the guideline public company
method (which is illustrated in schedules 4.10–4.10.2 of the “Comprehensive
Example” section) and the guideline company transactions method (which is
illustrated in schedules 4.11–4.11.1 of the “Comprehensive Example” section).
When using the market approach, there are many factors to consider, some of
which are discussed in greater detail in the following sections.

Considerations in Applying the Guideline Public
Company Method

Identification of Guideline Public Companies

4.44 For companies whose stock is publicly traded, information about
pricing, trading, and financial data for those companies is generally available.
The task force believes that a guideline company’s stock would need to have
sufficient trading volume such that the trading prices are indicative of an active
market.

4.45 When identifying guideline public companies to be used in a market
approach, it is helpful to consider what makes a company comparable, from a
valuation standpoint, to the subject reporting unit. Operational and financial
characteristics are considered to be factors of comparability and help determine
those companies that have the most similar earnings capacity and relative
levels of investment risk. Many sources9 of public company data are searchable
by these key factors that can aid in identifying potential guideline public
companies. Factors of comparability often include the following:

• Similar operational characteristics, such as

— same industry or sector (the North American Industry Classi-
fication System or the Standard Industrial Classification code);

— similar lines of business;

— geographic reach (for example, domestic versus international
versus multinational);

— similar customers and distribution channels;

— contractual versus noncontractual sales;

— seasonality of the business;

— similarity of business cycle (for example, short cycle character-
ized by ever-changing technology versus long cycle driven by
changes in commodity pricing);

9 As of the date of publication of this guide, third-party data vendors and publications
included, but were not limited to, Capital IQ, MergerStat, Bloomberg, FactSet, and Compustat.
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— similar stage of business life cycle (start up, high growth,
mature, and so forth); or

— similar operating constraints (for example, reliance or depen-
dence on key customers or government regulations).

• Similar financial characteristics, such as

— similar size (for example, revenues, assets, or market capital-
ization, if subject is public);

— similar profitability (for example, earnings before interest,
taxes, depreciation, and amortization [EBITDA], operating mar-
gin, contribution margin);

— similar anticipated future growth in revenues and profits;

— similar asset-base (for example, manufacturing versus service
business); or

— similar pattern of owning versus leasing real properties, ma-
chinery, and equipment (for example, an entity that owns its
manufacturing operations versus one that leases the building
and machinery used for its operations).

4.46 The process of selecting appropriate guideline companies will often
include an analysis that summarizes the comparability of financial statistics,
such as size, profitability, and growth, between the guideline companies and the
subject reporting unit. Other comparative financial ratios may also be included.
This type of ratio analysis is also useful in selecting relevant market multiples
to apply to the subject reporting unit.

4.47 Not all of the factors listed in paragraph 4.45 will be applicable in
every circumstance, and there may be other important factors to consider, some
of which may be industry specific. When performing the analysis, the factors of
comparability are determined and public company data is screened to identify
the best set of guideline public companies that meet these criteria.

Number of Guideline Companies Selected for Comparison

4.48 The number of guideline companies identified will vary based on
facts and circumstances. Although in some cases there may be only one or two
public companies that are considered closely comparable to the subject report-
ing unit, in many cases there will be more. Furthermore, there may be public
companies that exhibit some, but not all, of the factors of comparability. There
also may be situations in which a primary set of guideline companies may be
accompanied by a secondary, less comparable, but corroborating set of guideline
companies (for example, a primary set of guideline companies could be apparel
retailers focused on children’s clothing, and the secondary corroborating set
might be all apparel retailers of similar size, growth, and profitability to the
subject reporting unit, regardless of consumer focus). In all cases, the guideline
companies selected need to reflect companies that are sufficiently similar to the
subject reporting unit being tested.

How to Calculate Multiples and Which Multiples to Use

4.49 Once the guideline companies have been identified, financial infor-
mation is gathered on each and comparative metrics that can be applied to the
subject reporting unit are calculated. These metrics, commonly called multiples,
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are typically ratios of enterprise value or market value of equity to an under-
lying financial data point such as revenue, EBITDA, net income, or book value.
Any relevant multiple can be used. Some commonly used multiples include the
following:

• Market value of equity (MVE) to net income

• MVE to book value of equity

• Enterprise value10 (EV) (excluding cash)11 to earnings before interest
and taxes

• EV (excluding cash) to EBITDA

• EV (excluding cash) to revenues

• EV (excluding cash) to debt-free cash flow

• EV (excluding cash) to book value of assets

4.50 These multiples can be calculated on a historical basis or a forward
looking basis. The selection of historical versus forward looking multiples
requires judgment about which measure(s) are most likely indicative of a
normalized level of operations going forward.

4.51 Historical basis multiples may include the latest fiscal year and
latest 12 months (LTM) or historical averages, such as the average of the last
3 years. Forward looking multiples may include the estimated current fiscal
year, next 12 months (NTM), next fiscal year, or future fiscal years (2 or 3 years
into the future).

4.52 The task force believes that multiples should be applied consistently
between guideline companies and subject reporting units. For example, LTM
multiples would be applied to the subject reporting unit’s LTM performance.
NTM multiples would be applied to the subject reporting unit’s NTM antici-
pated future performance. It would not be appropriate to apply LTM multiples
to the subject reporting unit’s anticipated future performance. In order to use
forward looking multiples, it is necessary to obtain estimates (for example, from
analysts’ reports) of future performance of each guideline company.

4.53 When calculating multiples, EV multiples are typically paired with
enterprise level-based financial metrics (for example, revenues or EBITDA),
and equity market values are typically paired with equity-based financial
metrics (for example, net income and book value of equity). The financial
metrics that are applicable to the subject reporting unit valuation are selected
based on the subject reporting unit’s industry, stage of development, growth,
profitability, and other relevant factors.

4.54 When EV is calculated net of cash, the value that results from
applying this multiple to the subject reporting unit would also exclude the value

10 The numerator of an enterprise value (EV) multiple is typically calculated as follows:
stock price times the number of shares outstanding, plus preferred shares, plus noncontrolling
interest, plus the fair value of debt. In this guide, it is assumed, as a practical expedient, that
when calculating guideline company EV multiples, the book value of a guideline company’s debt
is an estimate of its fair value. Enterprise value may also be referred to as invested capital,
market value of invested capital (MVIC), or total enterprise value.

11 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 include cash and cash equivalents. Because the amount of nonop-
erating cash may not be comparable across otherwise similar businesses, it is appropriate to
estimate multiples using the comparable EVs excluding cash, to multiply by the metrics of the
reporting unit to be valued, and then to add back the reporting unit’s nonoperating cash.
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of the subject reporting unit’s cash. When this is the case, the subject reporting
unit’s cash is added to the results of the market approach.

4.55 There may be situations in which adjustments to a guideline
company for nonoperating assets are necessary for significant identifiable
items, such as investments in an unconsolidated subsidiary or joint venture
accounted for under the equity method, unused land adjacent to plant or
facility, or corporate headquarters located in an area where the price of real
estate is high. The objective for making these adjustments is to enhance the
comparability between the guideline companies and the subject reporting unit.

4.56 Nonfinancial metrics sometimes used by industry and analysts also
may be used by valuation specialists and include, for example,

• price per subscriber in the cable industry;

• price per bed in the hospital industry;

• EV (excluding cash) to research and development investment in the
biopharmaceuticals industry; and

• other industry-specific metrics.

4.57 A nonfinancial metric is often industry specific and would ordinarily
be used by a valuation specialist when the nonfinancial metric is generally
accepted in the industry and would be considered by the market participants.
In addition, with many early-stage entities, some traditional metrics cannot be
used because the entities have not yet earned a profit and, therefore, nonfi-
nancial metrics may be used in conjunction with the limited number of usable
financial metrics. The task force recommends corroborating these metrics with
other methodologies whenever possible.

Adjustments to Guideline Public Company Multiples to Enhance
Comparability

4.58 The purpose of making adjustments to observable multiples is to put
the guideline company on a more comparable basis to the subject reporting
unit. If identified guideline companies exhibit certain differences to the subject
reporting unit but are otherwise deemed to be reasonably good comparative
benchmarks, the observable multiples for the guideline companies can be
adjusted to account for these differences. Such adjustments relate to factors
including profitability, anticipated growth, size, working capital, nonrecurring
or nonoperating income or expenses, or differences in accounting policies or
principles (such as U.S. generally accepted accounting principles [GAAP] versus
International Financial Reporting Standards).

Adjustments to Subject Reporting Unit Financial Data

4.59 Market multiples are applied to subject reporting unit financial data
that is considered to be normalized and, therefore, indicative of a 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 include the following:

• Removal of significant nonrecurring income or expenses (for ex-
ample, a one-time restructuring charge)

• Removal of nonoperating income or expenses associated with non-
operating assets or liabilities of the subject reporting unit
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• Removal of intercompany management fees that are not indicative of
expenses the subject reporting unit would incur if it operated on a
standalone basis

• Addition of imputed expenses that are not charged by corporate to
the subject reporting unit but that would be incurred by a market
participant operating that reporting unit on a standalone basis (for
example, royalty for use of the corporate brand name)

Elimination of Multiples That Are Not Meaningful

4.60 Once multiples have been calculated they are analyzed for mean-
ingfulness. Outliers considered to be “not meaningful” are eliminated from the
data set. For example, public companies in distress whose earnings have fallen
faster than their stock price may have a very high EV-to-EBITDA multiple. In
a set of guideline companies with the majority of EV-to-EBITDA multiples
ranging from 8x to 10x, and with one outlier of 30x EBITDA for a guideline
company in distress, the outlier is eliminated from consideration, assuming the
subject reporting unit is not also in distress.

4.61 In general, multiples for a dataset of guideline companies that are
in a narrow range are generally better indications of value than a dataset of
multiples that exhibit wide dispersion. Statistical measures can be calculated
to assist in analyzing the dispersion of multiples within a dataset, though
statistical calculations are not required if the analysis can be performed
through other means (for example, qualitative assessments).

How to Select Multiples to Apply to the Subject Reporting Unit

4.62 The following factors, discussed in paragraphs 4.63–.65, may be
considered when selecting multiples to apply to the subject reporting unit.

4.63 The median and mean (average) multiple are often calculated for
each dataset of guideline company market multiples. The high, low, and
interquartile multiples are also sometimes calculated. However, selecting the
relevant market multiple to apply to the subject reporting unit requires careful
consideration. It is not sufficient to simply apply the median or mean multiple
from the dataset without concluding that the median or mean is the most
appropriate in the circumstances. Analysis needs to be performed to determine
the key value drivers in the array of multiples and their correlation to financial
metrics, including similarities and differences between the guideline companies
and the subject reporting unit.

4.64 For example, EV-to-EBITDA multiples generally correlate to antici-
pated future growth in revenues and earnings. EV-to-revenue multiples gen-
erally correlate to profit margins. At a minimum, when using EV-to-EBITDA
and EV-to-revenue multiples, the subject reporting unit’s anticipated future
growth and profit margins are compared to each guideline company and the
multiple selection is based on these factors. Regression analysis, though not
required, can be a useful tool when analyzing the key value drivers affecting
market multiples.

4.65 In certain instances, one or a few of the guideline companies might
be considered to be most comparable. In these situations, the multiples of these
companies may be relied upon most heavily in selection of multiples to apply
to the subject reporting unit. In addition, there may be other important factors
to be considered and some of these factors may vary by industry.
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Weighting of Multiple Type

4.66 It is common to use more than one multiple type12 in the market
approach. The factors discussed in paragraphs 4.63–.65, which are important
in the selection of multiple types, also apply in determining appropriate
weightings. The level of reliance placed on a particular multiple type and the
weighting assigned to the multiple type is a matter of judgment. In certain
industries, certain multiple types are more widely used than others, and these
would be expected to receive greater weighting.

4.67 It is not always appropriate to weigh each multiple type equally.
Weighting of multiple types is based on judgments about the relative impor-
tance of each multiple type and quality of the dataset. When determining
appropriate weightings, the facts and circumstances of each valuation assign-
ment would need to be carefully considered.

Enterprise Versus Equity Level Multiples

4.68 Multiples based on enterprise value, or EV, are associated with
enterprise value, whereas multiples based on equity, or MVE, are associated
with equity value. An important consideration in application of a market
approach is whether the market multiples being applied result in the value
intended—enterprise value or equity value. If an enterprise value is desired
and EV multiples are applied, no further adjustment is required. However, if
an equity value is desired and EV multiples are applied, an adjustment to
convert the resulting enterprise value to equity value needs to be made. This
is typically achieved by subtracting from enterprise value the fair value of debt
in the subject reporting unit. If there is no debt at the subject reporting unit
level, the fair value of the subject reporting unit’s equity would be the same as
the enterprise’s fair value. If an equity value is desired and MVE multiples are
applied, no further adjustment is required.

Issues of Noncontrolling Versus Controlling Interest

4.69 Another consideration in applying the market approach is the basis
of the valuation (that is, whether the resulting enterprise value would be
considered controlling or noncontrolling).13 The guideline public company
method has historically been regarded as indicating the enterprise or
equity value on a noncontrolling basis, whereas the guideline company
transactions method has historically been regarded as indicating the
enterprise or equity value on a controlling basis.

4.70 Step 1 of the goodwill impairment test is considered to be a valuation
of the subject reporting unit on a controlling interest basis. Therefore, in some
cases, a control premium may be applied to convert the guideline public
company method to a controlling interest basis. The magnitude of the control
premium is based on consideration of multiple qualitative and quantitative
factors. In some cases, it may be determined that no control premium would be
applied.

12 For example, EV-to-revenues and EV-to-EBITDA are two types of multiples.
13 In a goodwill impairment test, cash flows are assumed to be on a controlling interest basis

when the income approach is used.
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Cash and Nonoperating Assets

4.71 Methods under the market approach typically result in a value for
the going concern business (the net operating assets) of the subject reporting
unit. In some cases, the subject reporting unit may also have nonoperating
assets in its carrying amount. Examples of nonoperating assets may include
excess cash not required for working capital, an investment in an unconsoli-
dated subsidiary or joint venture accounted for using the equity method, or
unused land adjacent to a plant location. To the extent nonoperating assets
exist within the subject reporting unit, the fair value of these nonoperating
assets is added to the results of the methods under the market approach in
order to have a meaningful comparison of fair value to carrying amount of
assets in the subject reporting unit.

4.72 In addition, cash may require special consideration. If EV multiples
are used, and if they are calculated using the “debt, net of cash” method, all
cash, both operating and nonoperating, will have been excluded from the
market multiples. When this is the case, all cash, both operating and nonop-
erating, is added to the value resulting from application of these multiples to
determine the fair value of the subject reporting unit.

Considerations in Applying the Guideline Company
Transactions Method

4.73 Most of the considerations that apply to the guideline public com-
pany method also apply to the guideline company transactions method, but a
few differences exist. Following are some additional considerations in applying
the guideline company transactions method.

Limitations on Availability of Data

4.74 When using the guideline company transactions method to value a
subject reporting unit, limited data may be available on guideline company
transactions. For example, some limitations may include the lack of information
supporting the financial characteristics or the tax structure of the transaction.

Assessing Relevant Time Period for Guideline Company
Transactions

4.75 It is not appropriate to use guideline company transactions that took
place during periods in which economic conditions were not the same as they
are at the goodwill impairment measurement date. There are no bright lines,
but, in general, the older the transaction, the less relevant the information.

Number of Guideline Company Transactions Selected for
Comparison

4.76 It is common practice to compare as many guideline company
transactions as can be identified during a relevant recent historical time period
as possible. If the transaction price has not been disclosed, a transaction cannot
be used as a guideline because it will not be possible to calculate any market
multiples.
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How to Select Multiples to Apply to the Subject Reporting Unit

4.77 Due to the limitations of the data, it may be difficult to make
adjustments to the multiples for differences in financial characteristics be-
tween the guideline company transactions and the subject reporting unit. As
with the guideline public company method, market multiples need to be
scrutinized and outliers labeled as “not meaningful.” Further, for some trans-
actions, data may be available to calculate only one or a few multiples. As with
the guideline public company method, a dataset of market multiples that are
in a narrow range is generally a better indicator of the quality of the multiple
than a dataset of multiples showing wide dispersion.

Noncontrolling Versus Controlling Interest

4.78 The guideline company transactions method is typically regarded as
indicating the enterprise or equity value on a controlling, marketable basis.
Generally a premium for control would not be applied to the guideline company
transactions method.

Comparison of Fair Value Measurements to External Fair
Value Indications

4.79 When a significant portion of the reporting entity is subject to fair
value measurement, the task force believes a best practice in evaluating the
reasonableness of the fair value measurements for an entity’s individual
reporting units is to compare and explain differences between the aggregated
sum of the fair value measurements of the entity’s reporting units to external
fair value indications for the entire entity. Accordingly, if portions of the entity
were not subject to fair value measurement, it may be necessary to estimate the
fair value of those portions.

4.80 For privately held entities, one method for testing reasonableness of
the aggregated sum of the fair value measurements of the entity’s reporting
units is to compare to an estimate of the fair value of the entire entity on a
marketable controlling basis. An estimate of the fair value of the entire entity
on a marketable controlling basis can be accomplished by applying traditional
valuation techniques (income, market, and asset approaches). The aggregate
value of the individual reporting units is compared to the overall entity value
indication and differences need to be explained to the extent possible, or
underlying assumptions for any of the underlying valuations need to be
reconsidered, until a reasonable comparison is completed.

4.81 For entities with publicly traded equity securities, the method most
frequently employed for testing reasonableness of the aggregated sum of the
fair value measurements of the entity’s reporting units is to compare to the
observed market capitalization of the entity14 and analyze the implied control
premium. Given the degree of volatility that all entities experience with market
capitalization, in making this comparison it may not always be reasonable to
look at a single day’s market capitalization (date of goodwill impairment

14 In cases in which trading volume of shares is suggestive of a thinly traded issue, the
resulting share price may be argued as not possessing a high level of reliability as an indicator
of market value. In this situation, the task force recommends conducting further inquiry as to
the facts and circumstances surrounding the trading levels and the trades that have occurred
to determine if a comparison to market capitalization is nevertheless possible. If not possible,
comparison to an external fair value indication would need to be performed as if the entity were
privately held.
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testing). Therefore, the task force believes that although averaging may be
appropriate in some circumstances, it is not appropriate to use averaging in
order to mitigate either increasing or decreasing trends in market capitaliza-
tion.

4.82 All facts and circumstances need to be considered when completing
the comparison to market capitalization. The task force believes that as the
difference between the fair value conclusion and market capitalization widens
(that is, the implied control premium increases), the amount of evidence
supporting the implied control premium would also need to increase. When
evaluating the reasonableness of the implied control premium, it may be helpful
to consider the potential of market participants to enhance cash flows or lower
the required return of the subject reporting unit, as well as observed transac-
tion data and any additional external evidence supporting the conclusion.
Additionally, it may be necessary to assess the most likely universe of buyers
in the market place, the level of activity in the markets, and the existence of
at least two bidders to support a control premium. See schedules 4.13–4.14 of
the “Comprehensive Example” section for an illustration of comparison of fair
value measurement to external fair value indications.

4.83 The task force believes it is a best practice to identify and document
significant differences between the aggregate fair value and the observable
capitalization, including such factors as the following (some of which are
illustrated in schedule 4.14 of the “Comprehensive Example” section):

• Control synergies. Often in a control transaction the buyer expects to
remove redundant costs or to leverage new revenue sources by
combining operations with the target. These specific income and
expense items can be reflected directly in the cash flows in the DCF
method as market participant assumptions. It may be necessary to
consider the nature, timing, and magnitude of these adjustments, as
well as how they might be allocated among buyer and seller. Also,
note that attaining the synergistic levels of performance may carry
a higher degree of risk, and the DCF method may reflect this
condition in the selection of the discount rate. Achieving revenue
synergies as compared to cost reduction synergies could have an
impact on the discount rate selected. The risk associated with elimi-
nating a cost may be less than that with deriving incremental
revenue. The magnitude of the cost reductions or incremental rev-
enue could also have an impact on the discount rate selected. As the
level of cost reductions or incremental revenue increases, so may the
risk of achievement.

• Asymmetric data. Management may have access to data or informa-
tion that is not known outside the entity as of the valuation date, such
as new revenue sources under development or cost saving initiatives
to be implemented. Because such information is not known outside
the entity, the information is not included in the external indication
of fair value (share price), but it would be expected to be obtainable
by buyers through due diligence efforts that are usual and customary.
When applying a DCF method, this data may be reflected in PFI
provided it is consistent with market participant assumptions. If the
data can be specifically identified, valuation procedures may be
applied to estimate the effect of this nonpublic information on the
concluded fair value of the reporting units.

• Tax consequences. If the fair value of the reporting unit is calculated
using a taxable basis (reflective of additional tax benefits), this
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amount is typically not reflected in the observed share price, as the
amount of potential step up would not be known absent an an-
nounced transaction.

• Entity-specific versus market participant capital structures. In as-
sessing the overall cost of capital under FASB ASC 350, market
participant assumptions drive the fair value of the reporting unit. In
some situations, the amount of leverage selected to develop the cost
of capital of the market participant is lower than that observed in the
public entity. In such a situation, the underlying share price could
reflect the risk of suboptimal leverage and, therefore, be inconsistent
with the indicated fair value that utilizes an optimal capital struc-
ture.

• Excessive short positions against the stock. Excessive short positions
against the stock could cause price volatility. The task force believes
that a review of changes in a company’s short interest position
(increases or decreases) may need to be considered in making a
comparison to market capitalization.

• Controlling or large block interests. Some publicly traded securities
are in entities with controlling blocks or with large noncontrolling
blocks that, nevertheless, have the ability to influence major deci-
sions of the entity and, therefore, its share price. These blocks may
or may not be associated with a thinly traded issue. The fair value
measurement would need to consider whether there is an indication
of the controlling interest’s influencing of the shares or if there may
be a motivating factor that creates a need to sell large blocks in the
open market, such as debt maturities. In these cases, one would need
to assess whether the observed market price utilized as part of the
comparison to market capitalization has been affected in an abnor-
mal manner.

Comprehensive Example

Note: This example is provided only to demonstrate concepts discussed in the
preceding chapters of this guide and is not intended to establish requirements.
Furthermore, the assumptions and inputs used in this example are illustrative
only and are not intended to serve as guidelines. Facts and circumstances of
each individual situation should be considered when performing an actual
valuation.

Overview

4.84 The following sections include a comprehensive example of a valu-
ation analysis used for performing steps 1 and 2 of the goodwill impairment test
(for illustration of the qualitative assessment, see chapter 3, “Qualitative
Assessment”). In this example, assume that ABC Company (company or ABC)
is a U.S. based distributor of nondurable components which operates through
two segments, East and West. Each of these segments satisfy the criteria to be
defined as reporting units under guidance in FASB ASC 350-20. The company
allocates its assets and liabilities to reporting units based on the criteria in
FASB ASC 350-20. Some assets and liabilities do not satisfy the assignment
criteria and reside on the books of the parent. All goodwill has been allocated
to either the East or West Reporting Unit. This example focuses on the East
Reporting Unit; amounts for the West Reporting Unit are given.
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4.85 The following are additional facts related to this example:

• The PFI was analyzed and discussed with management to confirm
that the PFI utilizes market participant assumptions. Adjustments
to the PFI are reflective of market participant assumptions.

• Three approaches were considered in determining the fair value of
the reporting unit: the income approach, the market approach, and
the asset approach.

• Two approaches were used in determining the fair value of the East
Reporting Unit: the income approach and the market approach.

• Under the income approach, the fair value of the East Reporting Unit
was measured using the discount rate adjustment technique under
the DCF method (see schedules 4.1–4.9).

• Under the market approach, the fair value of the East Reporting Unit
was measured using the guideline public company method (see
schedules 4.10–4.10.2) and the guideline company transactions method
(see schedules 4.11–4.11.1).

• The results of measuring the fair value of the East Reporting Unit
using the DCF method, the guideline public company method, and
the guideline company transactions method were summarized (see
schedule 4.12) and compared to external fair value indications (see
schedules 4.13–4.14). Based on the facts presented in this example,
the fair value of the East Reporting Unit determined in the step 1 test
exceeded its carrying amount, therefore eliminating the need to
perform the step 2 test.

• In order to illustrate step 2 of the goodwill impairment test, it is
necessary that the fair value of the reporting unit be lower than its
carrying amount. Accordingly, in this example, the fair value of the
East Reporting Unit determined in the step 1 test was altered so that
it is no longer greater than its corresponding carrying amount,
therefore causing the failure of the step 1 test and requiring comple-
tion of the step 2 test (see schedules 4.15–4.16).

• Other assumptions and support are presented within the example.

Step 1 of Goodwill Impairment Test

Illustration of Applying the DCF Method to Measure the Fair Value
of a Reporting Unit

4.86 This section illustrates a valuation analysis performed to measure
fair value of a reporting unit under the DCF method using the discount rate
adjustment technique. (See paragraphs 4.21–.42 for a discussion of some of the
considerations in applying the income approach to measure the fair value of a
reporting unit.) Cash flows to be used in a DCF method, including developing
underlying assumptions, are the responsibility of management. In this ex-
ample, a valuation specialist was provided by management with a single set of
cash flows (in the form of the strategic plan) which represents the most likely
cash flows for the reporting unit being valued (schedule 4.2). PFI and man-
agement’s underlying assumptions, used for purposes of the goodwill impair-
ment test, may need to be adjusted to be consistent with market participant
assumptions (schedule 4.3). Relevant financial and nonfinancial measures of
reliability, such as benchmarking to industry comparables and management’s
prior record of forecasting accuracy, need to be considered. Moreover, PFI
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prepared for use in a valuation may need to be compared to prospective
information that management prepares for the same periods for other purposes—
for example, for bankers. A terminal value is calculated at the end of the
discrete period. The discrete period is the period at the end of which PFI has
stabilized. See paragraphs 4.30–.33 for a discussion of terminal value.

4.87 Reference is made to the following schedules:

• Schedule 4.1—Consolidating Balance Sheet and Carrying Amount
Calculation as of the Measurement Date. This schedule provides the
carrying amounts of the West Reporting Unit, the East Reporting
Unit, corporate, and consolidated. See paragraphs 2.19–.37 for dis-
cussion of assigning assets and liabilities to reporting units.

• Schedule 4.2—Prospective Financial Information, As Provided by
Management. This schedule presents the starting point for the de-
velopment of cash flows to be used when applying a DCF method to
measure the fair value of the East Reporting Unit. It represents
management’s strategic plan based on GAAP with identified adjust-
ments for those items without associated cash flows.

• Schedule 4.2.1—Prospective Financial Information—Capital Expen-
ditures, Depreciation (Including Acquisition Spend Impact) and Amor-
tization (GAAP Basis). This schedule presents the prospective annual
depreciation and amortization for the East Reporting Unit as in-
cluded in schedule 4.2 based on GAAP amounts. In this schedule,
capital expenditures and depreciation amounts include the impact of
acquisition spend. Note that GAAP annual depreciation and amor-
tization will likely differ from amounts reported for income tax
purposes.

• Schedule 4.2.2—Prospective Financial Information—Capital Expen-
ditures and Depreciation (Excluding Acquisition Spend Impact) (GAAP
Basis). This schedule reflects schedule 4.2.1 excluding acquisition
spend impact. Depreciation adjustment in schedule 4.3 is the differ-
ence between total depreciation depicted in schedule 4.2.2 and sched-
ule 4.2.1, respectively.

• Schedule 4.3—Strategic Plan, Prospective Financial Information,
Adjustments Reflecting Market Participant Assumptions. This sched-
ule presents proposed adjustments to management’s strategic plan
as presented in schedule 4.2. Overall adjustments to a management
prepared strategic plan may be necessary to ensure consistency with
the underlying carrying amount and the overall objective of impair-
ment testing. See paragraph 4.34 for discussion of these types of
adjustments, some of which are illustrated in schedule 4.3.

• Schedule 4.4—Adjusted Prospective Financial Information. This sched-
ule presents the net effects of the adjustments proposed in schedule
4.3 to the amounts presented in schedule 4.2.

• Schedule 4.5—Business Enterprise Valuation: Income Approach—
Discounted Debt-Free Cash Flow Method—Nontaxable 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 nontaxable transaction. See paragraphs 4.35–.42 for a discussion
of taxable versus nontaxable determination.

• Schedule 4.5.1—Nontaxable Model—Carryover Tax Basis Deprecia-
tion and Amortization. This schedule presents the prospective annual
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depreciation and amortization for the East Reporting Unit as in-
cluded in schedule 4.5 based on carryover tax basis.

• Schedule 4.6—Weighted Average Cost of Capital Calculation. This
schedule illustrates the development of the weighted average cost of
capital used in schedule 4.5.

• Schedule 4.6.1—Weighted Average Cost of Capital Calculation—
Select Market Data. This schedule summarizes select market data
used in the development of the weighted average cost of capital in
schedule 4.6.

• Schedule 4.7—Business Enterprise Valuation: Income Approach—
Discounted Debt-Free Cash Flow Method—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 taxable transaction. See paragraphs 4.35–.42 for a discussion of
taxable versus nontaxable determination.

• Schedule 4.7.1—Taxable Model—Stepped Up Tax Basis Depreciation.
This schedule presents the prospective annual depreciation for the
East Reporting Unit as included in schedule 4.7 based on a stepped
up tax basis.

• Schedule 4.8—Income Approach—Market Participant Cost Savings
Valuation. This schedule measures the present value of market
participant cost savings for inclusion in the measurement of the fair
value of the East Reporting Unit in both schedule 4.5 (nontaxable
transactions) and schedule 4.7 (taxable transactions). The guidance
in FASB ASC 350-20-35-23 (see paragraph 4.04) notes that the fair
value of a reporting unit used for impairment testing may exceed its
market capitalization because the basis for analysis in step 1 of the
goodwill impairment test is that of a control buyer. This control buyer
may be able to realize synergistic benefits from the assumed trans-
actions that may include enhanced revenues and cost savings asso-
ciated with items that are redundant in nature. Schedule 4.8 repre-
sents a DCF analysis of prospective expenditures that will be eliminated
and represent cost savings synergies that comprise one element of
premiums observed in control transactions. These cost savings have
been presented separate from other analyses so the risk associated
with attaining the magnitude and timing of the cost savings may be
riskier than otherwise depicted in the analysis. As an alternative,
these cost savings could be reflected within the PFI utilized in the
DCF approaches shown on schedule 4.5 and 4.7.

• Schedule 4.8.1—Weighted Average Cost of Capital Calculation—
Market Participant Cost Savings Valuation. This schedule illustrates
the development of the weighted average cost of capital used in
schedule 4.8.

• Schedule 4.9—Analysis of Assumed Transaction Structure. This sched-
ule measures the anticipated net proceeds from an assumed nontax-
able and taxable transaction with the structure producing the high-
est assumed net proceeds serving as the basis for the transaction
structure assumption under the DCF method. See paragraphs 4.35–.42
for a discussion of taxable versus nontaxable determination. As
discussed in paragraph 4.35, FASB ASC 350-20-35-25 requires that
“[b]efore estimating the fair value of a reporting unit, an entity shall
determine whether that estimation should be based on an assump-
tion that the reporting unit could be bought or sold in a nontaxable
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transaction or a taxable transaction.” Schedule 4.9 summarizes the
nontaxable versus taxable assumption when measuring the fair
value of the East Reporting Unit.

Illustration of Applying the Guideline Public Company Method to
Measure the Fair Value of a Reporting Unit

4.88 This section illustrates a valuation analysis performed to measure
fair value of a reporting unit under the guideline public company method. (See
paragraphs 4.44–.72 for discussion of some of the considerations in applying the
guideline public company method.) Reference is made to the following sched-
ules:

• Schedule 4.10—Market Approach: Guideline Public Company Method.
This schedule presents the application of selected guideline company
market multiples to the subject reporting unit’s financial metrics.
The multiples are weighted, and cash and nonoperating assets are
added to arrive at an indicated fair value for this method on a
marketable, noncontrolling basis.

• Schedule 4.10.1—MarketApproach:Guideline Public Company Method—
Analysis of Guideline Group. This schedule presents market multiple
calculations for each identified guideline company. The schedule
shows the high, mean, median, and low multiples for each dataset,
which consists of both historical and forward looking multiples.
Selected multiples for each data set are also shown.

• Schedule 4.10.2—MarketApproach:Guideline Public Company Method—
Metrics Analysis. This schedule presents a comparison of financial
data for each guideline company to the subject reporting unit. Mea-
sures of size, profitability, and growth are included.

Illustration of Applying the Guideline Company Transactions
Method to Measure the Fair Value of a Reporting Unit

4.89 This section illustrates a valuation analysis performed to measure
fair value of a reporting unit under the guideline company transactions method.
(See paragraphs 4.73–.78 for discussion of some of the considerations in
applying the guideline company transactions method.) Reference is made to the
following schedules:

• Schedule 4.11—Market Approach: Guideline Company Transactions
Method—Indication of Value. This schedule presents the application
of selected guideline company transaction market multiples to the
subject reporting unit’s financial metrics.The multiples are weighted,
and cash and nonoperating assets are added to arrive at an indicated
fair value for this method on a marketable, control basis.

• Schedule 4.11.1—Market Approach: Guideline Company Transac-
tions Method—Transaction Data. This schedule presents market
multiple calculations for each identified guideline company transac-
tion. The schedule shows high, mean, median, and low multiples for
each dataset. Selected multiples for each data set are also shown, as
are control premiums for each transaction in which such information
was disclosed.
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Comparison of Measured Fair Value of Reporting Unit to Carrying
Amount

4.90 Reference is made to the following schedule:

• Schedule 4.12—Summary of Step 1 Goodwill Impairment Test—East
Reporting Unit, Fair Value of Reporting Unit. This schedule summa-
rizes the results of measuring the fair value of the East Reporting
Unit using the DCF method, the guideline public company method,
and the guideline company transactions method. As discussed in
paragraph 4.17, when measuring the fair value of a subject reporting
unit, multiple valuation techniques are often used. FASB ASC 820-
10-35-24B provides that “[i]f multiple valuation techniques are used
to measure fair value, the results (that is, respective indications of
fair value) shall be evaluated considering the reasonableness of the
range of values indicated by those results.”

Comparison of Fair Value Measurements to External Fair Value
Indications

4.91 See paragraphs 4.79–.83 for a discussion regarding comparison of
fair value measurements to external fair value indications. Reference is made
to the following schedules:

• Schedule 4.13—Comparison to Market Capitalization—Consolidated.
This schedule illustrates the comparison of the measured fair value
of the subject reporting units of the ABC Company with the market
capitalization of the ABC Company.

• Schedule 4.13.1—Fair Value of Corporate Net Assets. This schedule
illustrates calculation of the corporate entity’s fair value, which is
utilized in schedule 4.13 to arrive at the implied control premium.
See paragraph 4.82 for a discussion of control premium.

• Schedule 4.14—Comparison to Market Capitalization—Reconciling
Items. This schedule is a continuation of schedule 4.13 and identifies
components that explain some of the difference between aggregate
fair value used in impairment testing with the observable capital-
ization of the company. See paragraph 4.83 for a discussion of
reconciling items.

Step 2 of Goodwill Impairment Test

4.92 As discussed in chapter 2, “Accounting Considerations When Testing
Goodwill for Impairment,” when performing step 2 of the goodwill impairment
test, an entity needs to consider and consistently apply any assumptions
developed in step 1. Paragraph 2.62 specifically discusses assumptions about
whether a reporting unit could be bought or sold in a taxable versus a
nontaxable transaction. This comprehensive example provides two illustrations
of step 2 of the goodwill impairment test; the first assumes a taxable trans-
action, the second assumes a nontaxable transaction. Only one step 2–related
calculation is required by GAAP, which should be consistent with the conclu-
sions reached in step 1 of the goodwill impairment test (see schedule 4.9).

4.93 Reference is made to the following schedules:

• Schedule 4.15—Second Step of the Goodwill Impairment Test—
Taxable Transaction. This schedule presents the application of step
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2 of the goodwill impairment test, assuming a taxable transaction.
This step is used to measure the amount of impairment loss (if any)
by comparing the implied fair value of reporting unit goodwill with
the carrying amount of that goodwill.

• Schedule 4.16—Second Step of the Goodwill Impairment Test—
Nontaxable Transaction. This schedule presents the application of
step 2 of the goodwill impairment test, assuming a nontaxable
transaction. This step is used to measure the amount of impairment
loss (if any) by comparing the implied fair value of reporting unit
goodwill with the carrying amount of that goodwill.

Schedules

4.94

Schedule 4.1
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Consolidating Balance Sheet and Carrying Amount Calculation as of the
Measurement Date (US $)

West
Reporting

Unit

East
Reporting

Unit Corporate Consolidated

Assets

Cash and Cash
Equivalents $600,000 $3,000,000 $2,400,000 $6,000,000

Accounts
Receivable, Net 6,600,000 9,900,000 — 16,500,000

Inventories 1,000,000 1,500,000 — 2,500,000

Inter-Company
Due To or From (1) — (3,000,000) 3,000,000 —

Prepaid Expenses
and Other 100,000 150,000 — 250,000

Total Current Assets 8,300,000 11,550,000 5,400,000 25,250,000

Property, Plant,
and Equipment

Gross Property,
Plant, and
Equipment 5,300,000 13,250,000 7,950,000 26,500,000

Less: Accumulated
Depreciation (353,333) (883,333) (530,000) (1,766,667)

Net Property, Plant,
and Equipment 4,946,667 12,366,667 7,420,000 24,733,333

(continued)
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West
Reporting

Unit

East
Reporting

Unit Corporate Consolidated

Intangible Assets,
Net of
Amortization

Covenants Not to
Compete 2,250,000 2,250,000 — 4,500,000

Trade Secrets — 6,000,000 — 6,000,000

Company Trade
Name — — 13,500,000 13,500,000

Product Trade
Name — 6,000,000 — 6,000,000

Favorable Leases 1,640,000 4,920,000 1,640,000 8,200,000

Customer
Relationships 7,200,000 10,800,000 — 18,000,000

Goodwill 26,000,000 39,000,000 — 65,000,000

Accumulated
Amortization (1,366,286) (2,753,000) (784,333) (4,903,619)

Total Net Intangible
Assets and Goodwill 35,723,714 66,217,000 14,355,667 116,296,381

Other Assets

Equity Method
Investments — 6,000,000 — 6,000,000

Total Other Assets — 6,000,000 — 6,000,000

Total Assets $48,970,381 $96,133,667 $27,175,667 $172,279,714

Liabilities and
Equity

Current
Installments of
Long-Term Debt — — 5,000,000 5,000,000

Accounts Payable 3,850,000 6,600,000 550,000 11,000,000

Accrued Salaries
and Wages 700,000 1,200,000 100,000 2,000,000

Total Current
Liabilities 4,550,000 7,800,000 5,650,000 18,000,000

Long-Term
Liabilities

Unfavorable Lease
Liability 2,500,000 — — 2,500,000

Deferred Tax
Liability 2,000,000 8,000,000 — 10,000,000

Long-Term Debt,
Noncurrent — — 45,000,000 45,000,000
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West
Reporting

Unit

East
Reporting

Unit Corporate Consolidated

Total Long-Term
Liabilities 4,500,000 8,000,000 45,000,000 57,500,000

Total Liabilities 9,050,000 15,800,000 50,650,000 75,500,000

Equity

Shareholder’s
Equity 39,920,381 70,333,667 (23,474,333) 86,779,714

Noncontrolling
Interest (2) — 10,000,000 — 10,000,000

Total Equity 39,920,381 80,333,667 (23,474,333) 96,779,714

Total Liabilities
and Equity $48,970,381 $96,133,667 $27,175,667 $172,279,714

(1) Treatment of intercompany accounts depends on facts and
circumstances. For purposes of this example, intercompany accounts are not
considered to be a component of net working capital.

(2) Represents noncontrolling interest of the East Reporting Unit.
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Schedule 4.6
ABC Company
FASB ASC 350 Example
Weighted Average Cost of Capital Calculation
Valuation Date: Measurement Date

A. Market-Based Capital
Structure (1)

Equity 70.0%

Debt 30.0%

B. Cost of
Equity
rf = Risk-free rate = U.S. Treasury 30-year bond yield as of the

measurement date
= 3.5%

b = Relevered Beta = a measure of the systematic risk or individual price
volatility relative to the market

= 1.8 (see schedule 4.6.1)
rm = Market risk premium (MRP) = incremental return demanded by an

average equity investor in Standard & Poor’s (S&P) 500 stocks
= 6.0%

P = Size premium = additional risk that is unique to small companies
= 3.9%

A = Alpha = entity-specific risk premium that is not sufficiently captured
by market risk premium, beta, and size premium

= 1.0%
Cost of Equity = 3.5% + (1.8 × 6%) + 3.9% + 1.0% = 19% (rounded)

C. Cost of Debt
Cost of Debt = 5.7% (2)
Income Tax Rate = 38.6%
After Tax Cost of
Debt 3.5% = (5.7% * (1 − 38.6%))

D. Weighted Average Cost of Capital

Estimated
Cost

Percentage
of Total
Capital

Weighted
Contribution

Cost of Equity 19.0% × 70% = 13.3%
After Tax Cost of
Debt 3.5% × 30% = 1.1%

Estimated Weighted Average Cost of Capital—
Rounded = 14.5%

(1) Based on a peer group of market participants (see schedule 4.6.1).
(2) Based on the Moody’s yield of corporate bonds of market participants as
of the measurement date. Moody’s tries to include bonds with remaining
maturities as close as possible to 30 years.
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Schedule 4.8.1
ABC Company
FASB ASC 350 Example
Weighted Average Cost of Capital Calculation—Market Participant Cost Sav-
ings Valuation
Valuation Date: Measurement Date

A. Market-Based Capital
Structure (1)

Equity 70.0%

Debt 30.0%

B. Cost of Equity
rf = Risk-free rate = U.S. Treasury 30-year bond yield as of the

measurement date
= 3.5%

b = Relevered Beta = a measure of the systematic risk or individual
price volatility relative to the market

= 1.8
rm = Market risk premium (MRP) = incremental return demanded by an

average equity investor in Standard & Poor’s (S&P) 500 stocks
= 6.0%

P = Size premium = additional risk that is unique to small companies
= 3.9%

A = Alpha = entity-specific risk premium that is not sufficiently captured
by market risk premium, beta, and size premium

= 2.0%
Cost of Equity = 3.5% + (1.8 × 6%) + 3.9% + 2.0% = 19.9% (rounded)

C. Cost of Debt
Cost of Debt = 5.7% (2)
Income Tax Rate = 38.6%
After Tax Cost of
Debt 3.5% = (5.7% * (1 − 38.6%))

D. Weighted Average Cost of Capital

Estimated
Cost

Percentage
of Total
Capital

Weighted
Contribution

Cost of Equity 19.9% × 70% = 13.9%
Cost of Debt 3.5% × 30% = 1.1%

Estimated Weighted Average Cost of Capital—
Rounded = 15.0%

(1) Based on a peer group of market participants.
(2) Based on the Moody’s yield of corporate bonds of market participants as
of the measurement date. Moody’s tries to include bonds with remaining
maturities as close as possible to 30 years.
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Schedule 4.9
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Analysis of Assumed Transaction Structure (US$)

Reporting Unit East Reporting Unit

Nontaxable
Transaction

Taxable
Transaction

Equity (Net Assets) Value (Fair
Value of Gross Proceeds) 110,750,000 (1) 114,300,000 (1)

Stock Tax Basis 80,333,667

Tax Basis of Net Assets 78,488,524 (2)

Taxable Proceeds 30,416,333 35,811,476

Income Tax Rate 38.6% (2)

Income Taxes Arising From
Transaction 11,730,000 13,810,000

Economic Value to Seller 99,020,000 100,490,000

Transaction Structure to Be
Assumed for FASB ASC 350 TAXABLE (3)

(1) Based on reporting unit’s discounted cash flow analysis, schedules 4.5
and 4.7.

(2) Given. When determining this amount in practice, the Impairment
Task Force recommends consulting with tax advisers.

(3) Although the illustration in this guide concludes that the East
Reporting Unit (ERU) is not impaired, if it was determined that the ERU
failed step 1, then step 2 would be performed. See schedule 4.15 for an
illustration of a step 2 test assuming a taxable transaction was the basis
utilized in deriving the fair value of the ERU in step 1. For illustrative
purposes only, schedule 4.16 depicts the step 2 calculation assuming a
nontaxable transaction was the basis utilized in deriving the fair value of
the ERU in step 1. Note that in practice, the step 2 test is performed
only once, consistent with the assumed transaction structure (that is,
taxable or nontaxable), in step 1.
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Schedule 4.12
ABC Company
FASB ASC 350 Example
Summary of Step 1 Goodwill Impairment Test—East Reporting Unit
Fair Value of Reporting Unit

Taxable Transaction

Discounted
Cash Flow

Method

Guideline
Public

Company
Method

Guideline
Company

Transactions
Method

Net Asset Value
(Minority, Marketable) N/A $105,000,000 N/A

Control Premium N/A 20% (1) N/A

Net Asset Value
(Control, Marketable) 114,300,000 124,200,000 101,636,000

Weighting (2) 60% 20% 20%

68,580,000 24,840,000 20,327,200

Fair Value of Equity
(Net Assets)—East Unit 113,750,000

(1) Represents a comprehensive premium that includes synergies and all
other elements of control available to a market participant in a control
transaction, including any assumed tax shield associated with a step up in
basis. When applying control premiums, one would need to carefully assess
individual facts and circumstances and ensure that the level of
documentation and support is consistent with the magnitude of the control
premium applied. In the guideline public company method, the control
premium was applied to the indicated value excluding cash balances and
nonoperating assets. Cash and nonoperating assets are added to the
indication after application of the premium.

(2) Weighting is based on informed judgment, the depth, breadth, and
comparability of underlying data and the appropriateness of the models
used under each technique. When multiple valuation techniques are used,
the results (respective indications of fair value) are evaluated and weighted,
as appropriate, considering the reasonableness of the range indicated by
those results.
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Schedule 4.13
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Comparison to Market Capitalization—Consolidated (US$)

Summary of Fair Values Supporting ASC 350 Goodwill Impairment
Test

Carrying
Amount

Fair Value

East Reporting Unit $80,333,667 $113,750,000

West Reporting Unit (Given) 39,920,381 50,000,000

Corporate (1) (23,474,333) (23,474,333)

Total Consolidated Equity Value $96,779,714 $140,275,667

Concluded Consolidated Equity
Value for Impairment Testing (A) $140,275,667

Market Data

Measurement Date Share Price (2) $21.00

Total Number of Shares Outstanding 5,000,000

Market Value of Equity 105,000,000

Fair Value of Noncontrolling
Interest (Given) (3) 10,000,000

Market Value of Total Equity (B) $115,000,000

Comparison to Market Capitalization

Concluded Consolidated Equity
Value for Impairment Testing $140,275,667

Market Value of Total Equity $115,000,000

Implied Premium ($) $25,275,667

Implied Premium (%) ((A)/(B))-1 22%

(1) See schedule 4.13.1 for fair value calculation.

(2) Based on a representative horizon of stable pricing.

(3) As of measurement date, this amount does not reflect any adjustment for
lack of control.

Comments: The 22 percent implied premium in this schedule is consistent
with the ranges presented in schedule 4.11.1, and is considered reasonable.
See schedule 4.14 for additional analysis of reconciling items (discussed in
paragraph 4.83).

Measuring Fair Value of a Reporting Unit 131

AAG-GDW 4.94

www.ebook3000.com

http://www.ebook3000.org


Schedule 4.13.1
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Fair Value of Corporate Net Assets (US$)

Corporate Net Assets

Total Corporate Net Assets 27,175,667

Less: Current Debt Free Liabilities 650,000

Corporate Enterprise Value 26,525,667

Less: Current and Long-Term Debt 50,000,000

Fair Value of Corporate Net Assets (23,474,333)

Comments: This calculation supports the fair value of the corporate entity
presented in schedule 4.13, which is used as a basis to observe the implied
control premium from the analysis. Note that this example does not reflect
any unallocated items of corporate overhead.

In this comprehensive example, some items of corporate expenses are not
allocated to specific reporting units based on market participant and unit of
account or unit of valuation considerations. The Impairment Task Force
(task force) has observed that the elimination of these corporate items is
reflected in the respective fair value of the East and West reporting units
(elimination of redundant costs is captured in the respective cash flows of
each unit) that is reflected in the calculation of the implied control premium
in schedule 4.13. When estimating the fair value of the corporate entity to
include in the calculation of the implied control premium in schedule 4.13,
the fair value of the corporate entity is based on the aggregation of
individual assets and liabilities of this entity with the presumption that net
book value is proxy for fair value. (See preceding calculation.) The
redundant costs are not part of the corporate entity value as they are
assumed to end upon the hypothetical sale of the reporting units at fair
value.

The task force notes that some preparers and specialists will quantify the
fair value of the corporate entity by capitalizing the cash flow attributable
to this entity. If this method is utilized, any items of corporate overhead
that have been removed from the prospective financial information
supporting the fair value conclusions of reporting units, would need to
continue to be excluded from the corporate entity’s cash flows. The task
force believes that, in most cases, any remaining cash flows would be
related to identifiable corporate assets and liabilities and not to general
operating expenses. Further, this method may not be applicable for
corporate assets and liabilities that do not generate periodic cash flow, such
as excess land or environmental liabilities.
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Schedule 4.14
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Comparison to Market Capitalization—Reconciling Items (US$)

Comparison to Market Capitalization—Reconciling Components

Concluded Consolidated Equity Value
for Impairment Testing (A) $140,275,667

Market Value of Total Equity (B) $115,000,000

Implied Premium ($) $25,275,667

Implied Premium (%) ((A)/(B))-1 22.0%

Identified Components of the Implied
Premium

Cost Savings—East $18,300,000

Cost Savings—West (Given) 4,500,000

Fair Value Step Up From Taxable
Transaction Assumption 1,350,000

Total Identified Components of
Implied Premium 24,150,000

Total Unidentified Components of
Implied Premium 1,125,667

Comments: This schedule is a continuation of schedule 4.13. It identifies
components that explain some of the differences between aggregate fair
value used in impairment testing with the observable market capitalization
of the company. The nature and extent of further reconciliation will be
based on specific facts and circumstances. In general, the Impairment Task
Force believes that larger differences in the two observations would require
a higher level of documentation and support.
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Schedule 4.15
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Second Step of the Goodwill Impairment Test—Taxable Transaction (US$)

Historical
Cost East
Reporting

Unit

FASB ASC
805

Adjustments
(Given)

FASB ASC
805 Step 2

Assets

Cash and Cash Equivalents 3,000,000 $— $3,000,000

Accounts Receivable, Net 9,900,000 (400,000) 9,500,000

Inventories 1,500,000 250,000 1,750,000

Inter-Company Due To or
From (3,000,000) (3,000,000)

Prepaid Expenses and Other 150,000 — 150,000

Total Current Assets 11,550,000 (150,000) 11,400,000

Property, Plant, and
Equipment

Gross Property, Plant, and
Equipment 13,250,000 (1,250,000) 12,000,000

Less: Accumulated
Depreciation (883,333) 883,333 —

Net Property, Plant, and
Equipment 12,366,667 (366,667) 12,000,000

Intangible Assets (Other
Than Goodwill), Net of
Amortization

Covenants Not to Compete 2,250,000 (500,000) 1,750,000

Trade Secrets 6,000,000 500,000 6,500,000

Brandname (Previously
Unrecognized) — 2,000,000 2,000,000

Product Trade Name 6,000,000 2,000,000 8,000,000

Favorable Leases 4,920,000 (220,000) 4,700,000

Customer Relationships 10,800,000 (1,500,000) 9,300,000

Accumulated Amortization (2,753,000) 2,753,000 —

Total Net Intangible Assets 27,217,000 5,033,000 32,250,000

Other Assets

Equity Method Investments 6,000,000 — 6,000,000
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Historical
Cost East
Reporting

Unit

FASB ASC
805

Adjustments
(Given)

FASB ASC
805 Step 2

Total Other Assets 6,000,000 — 6,000,000

Goodwill 39,000,000 (12,850,000) 26,150,000

Total Assets $96,133,667 $(8,333,667) $87,800,000

Liabilities and Equity

Accounts Payable 6,600,000 — 6,600,000

Accrued Salaries and Wages 1,200,000 — 1,200,000

Total Current Liabilities 7,800,000 — 7,800,000

Deferred Tax Liability (1) (5,000,000) (5,000,000) —

Total Liabilities 12,800,000 (5,000,000) 7,800,000

Equity

Shareholder’s Equity 73,333,667 (3,333,667) 70,000,000

Noncontrolling Interest 10,000,000 10,000,000

Total Equity 83,333,667 (3,333,667) 80,000,000

Total Liabilities and
Equity $96,133,667 $(8,333,667) $87,800,000

Identifiable Assets and Liabilities Measured as per
FASB ASC 805 $53,850,000

Step 1 Fair Value (Given) (2) 80,000,000

Implied Fair Value of Reporting Unit Goodwill 26,150,000

Carrying Value of Reporting Unit Goodwill 39,000,000

Impairment $(12,850,000)

(1) To eliminate deferred taxes consistent with a taxable transaction.

(2) Represents a hypothetical net asset amount used for the purposes of
illustrating step 2 of the goodwill impairment test. This total will not
reconcile to the other schedules.
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Schedule 4.16
ABC Company
FASB ASC 350 Example
Fair Value of Equity (Net Assets)
Second Step of the Goodwill Impairment Test—Nontaxable Transaction (US $)

Historical
Cost East
Reporting

Unit

FASB ASC
805

Adjustments
(Given)

FASB ASC
805 Step 2

Assets

Cash and Cash Equivalents $3,000,000 $— $3,000,000

Accounts Receivable, Net 9,900,000 (400,000) 9,500,000

Inventories 1,500,000 250,000 1,750,000

Inter-Company Due To or From (3,000,000) (3,000,000)

Prepaid Expenses and Other 150,000 — 150,000

Total Current Assets 11,550,000 (150,000) 11,400,000

Property, Plant, and
Equipment

Gross Property, Plant, and
Equipment 13,250,000 (1,250,000) 12,000,000

Less: Accumulated Depreciation (883,333) 883,333 —

Net Property, Plant, and
Equipment 12,366,667 (366,667) 12,000,000

Intangible Assets (Other
Than Goodwill), Net of
Amortization

Covenants Not to Compete 2,250,000 (500,000) 1,750,000

Trade Secrets 6,000,000 500,000 6,500,000

Brandname (Previously
Unrecognized) — 2,000,000 2,000,000

Product Trade Name 6,000,000 2,000,000 8,000,000

Favorable Leases 4,920,000 (220,000) 4,700,000

Customer Relationships 10,800,000 (1,500,000) 9,300,000

Accumulated Amortization (2,753,000) 2,753,000 —

Total Net Intangible Assets 27,217,000 5,033,000 32,250,000

Other Assets

Equity Method Investments 6,000,000 — 6,000,000

Total Other Assets 6,000,000 — 6,000,000

Goodwill 39,000,000 (17,109,224) 21,890,776
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Historical
Cost East
Reporting

Unit

FASB ASC
805

Adjustments
(Given)

FASB ASC
805 Step 2

Total Assets $96,133,667 $(12,592,891) $83,540,776

Liabilities and Equity

Accounts Payable 6,600,000 — 6,600,000

Accrued Salaries and Wages 1,200,000 — 1,200,000

Total Current Liabilities 7,800,000 — 7,800,000

Deferred Tax Liability (1) 8,000,000 1,740,776 9,740,776

Total Liabilities 15,800,000 1,740,776 17,540,776

Equity

Shareholder’s Equity 70,333,667 (14,333,667) 56,000,000

Noncontrolling Interest 10,000,000 10,000,000

Total Equity 80,333,667 (14,333,667) 66,000,000

Total Liabilities and Equity $96,133,667 $(12,592,891) $83,540,776

Identifiable Assets and Liabilities Measured in
Accordance with ASC 805 $53,850,000

Step 1 Fair Value (Given) (2) 74,000,000

Implied Fair Value of Reporting Unit Goodwill 20,150,000

Carrying Value of Reporting Unit Goodwill 39,000,000

Incremental Deferred Tax Liability 1,740,776

Impairment $ (17,109,224)

(1) To record deferred tax effects associated with changes in values of assets
and liabilities. Income tax rate is based on schedule 4.9.

(2) Represents a hypothetical net asset amount used for the purposes of
illustrating step 2 of the goodwill impairment test. This total will not
reconcile to the other schedules.
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Disclosure of Goodwill and Goodwill
Impairment Testing
This appendix includes example disclosures of the requirements contained in
Financial Accounting Standards Board (FASB) Accounting Standards Codifi-
cation (ASC) 350, Intangibles—Goodwill and Other, as well as those of Item 303
of Regulation S-K for a hypothetical entity, Entity A. These examples are
provided solely for illustration purposes; each disclosure should be based on the
individual facts and circumstances of each transaction and its related valua-
tion. In this example, it is assumed that Entity A is a manufacturer with four
reporting units (RU1, RU2, RU3, and RU4) and has a December 31 year end.
Also assume that prior to 2X09, RU1, which is a part of Segment A, had
recognized impairment losses totaling $9,583. The following disclosures are for
the period ending December 31, 2X10.

The Impairment Task Force (task force) has observed that the Securities and
Exchange Commission’s (SEC) staff focuses on accounting policies and related
judgments made by management in assessing goodwill for impairment (which
are disclosed pursuant to requirements of Item 303 of Regulation S-K) in
addition to the details of recognized goodwill impairments (if any) as required
by FASB ASC 350. If the SEC staff perceives the existing disclosures to be
boilerplate or unclear, it may issue comments seeking enhanced information.
Areas of SEC staff focus may change based on its observations of overall
disclosure quality, however, examples of areas of past focus include the follow-
ing:

• The accounting policies relating to the goodwill impairment tests,
including when the goodwill impairment test is performed, identifi-
cation of reporting units, and how goodwill is assigned to reporting
units.

• How the fair value of each reporting unit was estimated and the
significant assumptions and estimates used in its determination of
the fair value of reporting units, including a discussion of the level of
uncertainties pertaining to key assumptions.

• Whether reporting units with material amounts of goodwill are at
risk (that is, a reasonable possibility exists that the reporting unit
might be required to recognize and measure a goodwill impairment)
and, if so, which ones and by how much (that is, percentage by which
fair value exceeds carrying amount). Specifically, section 9510.3 of
the SEC Financial Reporting Manual indicates that

[r]egistrants should consider providing the following disclo-
sures for each reporting unit that is at risk of failing step one
of the impairment test (defined in ASC Topic 350):

a. The percentage by which fair value exceeded carrying
value as of the date of the most recent test;

b. The amount of goodwill allocated to the reporting unit;

c. A description of the methods and key assumptions used
and how the key assumptions were determined;

Disclosure of Goodwill and Goodwill Impairment Testing 139

Appendix A

AAG-GDW APP AAccounting and Valuation Guide: Testing Goodwill for Impairment, First Edition. AICPA.
© 2013 American Institute of Certified Public Accountants, Inc. Published 2013 by John
Wiley & Sons, Inc.



d. A discussion of the degree of uncertainty associated with
the key assumptions. The discussion regarding uncer-
tainty should provide specifics to the extent possible (e.g.,
the valuation model assumes recovery from a business
downturn within a defined period of time); and

e. A description of potential events and/or changes in cir-
cumstances that could reasonably be expected to nega-
tively affect the key assumptions.

• The facts and circumstances leading to an impairment (if applicable).

Registrants may also be asked to provide the following information supple-
mentally (that is, this information is provided directly to the SEC staff and is
not part of the publicly disclosed management discussion and analysis disclo-
sures):

• Details of the goodwill impairment analysis for each reporting unit,
including how reporting units are identified and how assets, liabili-
ties, and goodwill are assigned to reporting units

• Details of the registrant’s analysis of events or circumstances that
occurred since the latest annual goodwill impairment assessment
and whether those events or circumstances indicate that it is more
likely than not that the fair value of a reporting unit has fallen below
its carrying amount

• The comparison of the aggregate fair values of the reporting units to
the registrant’s market capitalization

Entity A

Notes to Consolidated Financial Statements

Summary of Significant Accounting Policies

Goodwill is the excess of the consideration transferred over the fair value of the
acquired assets and assumed liabilities in a business combination. Goodwill is
not amortized but rather tested for impairment at least annually. We test
goodwill for impairment on the first day of the fourth quarter each fiscal year.
Goodwill is also tested for impairment between annual tests if an event occurs
or circumstances change that would more likely than not reduce the fair value
of the reporting unit below its carrying amount. When testing goodwill for
impairment, we may assess qualitative factors for some or all of our reporting
units to determine whether it is more likely than not (that is, a likelihood of
more than 50 percent) that the fair value of a reporting unit is less than its
carrying amount, including goodwill. Alternatively, we may bypass this quali-
tative assessment for some or all of our reporting units and perform step 1 of
the two-step goodwill impairment test. If we perform step 1 and the carrying
amount of the reporting unit exceeds its fair value, we would perform step 2 to
measure such impairment.

Impairment testing for goodwill is done at the reporting unit level. 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 component constitutes a business for which discrete financial
information is available, and segment management regularly reviews the
operating results of that component.
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Entity A

Notes to Consolidated Financial Statements

Goodwill

We have two operating and reportable segments (Segment A and Segment B)
that have been identified under FASB ASC 280, Segment Reporting; the first
contains three components, the second has two components. We have determined
that two of the components in Segment A are economically similar and are
deemed a single reporting unit. As a result, we have four reporting units; RU1
and RU2 are part of Segment A, and RU3 and RU4 are part of Segment B.

We assigned assets and liabilities to each reporting unit based on either specific
identification or by using judgment for the remaining assets and liabilities that
are not specific to a reporting unit. Goodwill was assigned to the reporting units
based on a combination of specific identification and relative fair values.

In 2X10, for RU2 and RU4, we qualitatively assessed whether it is more likely
than not that the respective fair values of these reporting units are less than
their carrying amounts, including goodwill. Based on that assessment, we
determined that this condition, for both reporting units, does not exist. As such,
performing the first step of the two-step test impairment test for these report-
ing units was unnecessary.

For all reporting units in 2X09 and for RU1 and RU3 in 2X10, we compared the
carrying amount of each reporting unit, inclusive of assigned goodwill, to its
respective fair value—step 1 of the two-step impairment test. We estimated the
fair value of these reporting units by weighting results from the market
approach and the income approach. Significant assumptions inherent in the
valuation methodologies for goodwill are employed and include, but are not
limited to, prospective financial information, growth rates, terminal value,
discount rates, and comparable multiples from publicly traded companies in our
industry. Based on this quantitative test, we determined that the fair value of
each reporting unit tested in 2X09 and 2X10 exceeded its carrying amount and,
therefore, step 2 of the two-step goodwill impairment test was unnecessary.

After completing our annual impairment reviews for each reporting unit during
the fourth quarter of 2X10 and 2X09, we concluded that goodwill was not
impaired in either of these years.

The following is a summary of activity in goodwill by reportable segment.

(In thousands)

Segment A Segment B Total

Balance, December 31, 2X08

Goodwill $531,884 $225,202 $757,086

Accumulated impairment losses (9,583) (9,583)

522,301 225,202 747,503

Goodwill acquired during 2X091 12,785 — 12,785

(continued)

1 Financial Accounting Standards Board Accounting Standards Codification 805-20-50-1(c)
requires that for each business combination that occurs during the reporting period the
acquirer discloses, among other things, “[t]he amounts recognized as of the acquisition date for
each major class of assets acquired and liabilities assumed.” To comply with this requirement,
the section titled “Notes to the Consolidated Financial Statements” would need to include a note
on acquisitions that provides a breakdown of the net assets acquired, including goodwill. This
disclosure is not included in this appendix.
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Segment A Segment B Total

Goodwill written off related to sale
of business unit (6,240) (5,027) (11,267)

Currency translation 27,452 11,843 39,295

Balance, December 31, 2X09

Goodwill 565,881 232,018 797,899

Accumulated impairment losses (9,583) (9,583)

556,298 232,018 788,316

Goodwill acquired during 2X10 — 15,678 15,678

Currency translation (15,040) (11,928) (26,968)

Balance, December 31, 2X10

Goodwill 550,841 235,768 786,609

Accumulated impairment losses (9,583) (9,583)

$541,258 $235,768 $777,026

Entity A

Form 10-K

Management Discussion and Analysis of Financial Condition and Results of
Operations, Critical Accounting Estimates

Goodwill

Goodwill is evaluated for impairment annually or whenever we identify certain
triggering events or circumstances that would more likely than not reduce the
fair value of a reporting unit below its carrying amount. Events or circum-
stances that might indicate an interim evaluation is warranted include, among
other things, unexpected adverse business conditions, macro and reporting unit
specific economic factors (for example, interest rate and foreign exchange rate
fluctuations, and loss of key personnel), supply costs, unanticipated competitive
activities, and acts by governments and courts.

We test for goodwill impairment on the first day of the fourth quarter each fiscal
year. In 2X10, for RU2 and RU4, we qualitatively assessed whether it is more
likely than not that the fair values of these reporting units were less than their
carrying amounts. For RU1 and RU3, we tested for goodwill impairment by
quantitatively comparing the fair values of those reporting units to their
carrying amounts.

For RU1 and RU3, we estimated the fair value by weighting the results from
the income approach and the market approach. These valuation approaches
consider a number of factors that include, but are not limited to, prospective
financial information, growth rates, terminal value, discount rates, and com-
parable multiples from publicly traded companies in our industry and require
us to make certain assumptions and estimates regarding industry economic
factors and future profitability of our business.

When performing our income approach for each reporting unit, we incorporate
the use of projected financial information and a discount rate that are devel-
oped using market participant based assumptions. The cash-flow projections
are based on five-year financial forecasts developed by management that
include revenue projections, capital spending trends, and investment in work-
ing capital to support anticipated revenue growth, which are updated at least
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annually and reviewed by management. The selected discount rate considers
the risk and nature of the respective reporting unit’s cash flows and the rates
of return market participants would require to invest their capital in our
reporting units.

When performing our market approach for each reporting unit, we rely spe-
cifically on the guideline public company method. Our guideline public company
method incorporates revenue and earnings multiples from publicly traded
companies with operations and other characteristics similar to each reporting
unit. The selected multiples consider each reporting unit’s relative growth,
profitability, size, and risk relative to the selected publicly traded companies.

If we determine that the carrying amount of a reporting unit exceeds its fair
value, we would then calculate the implied fair value of the reporting unit
goodwill as compared to its carrying amount to determine the appropriate
impairment charge. Although we believe our assumptions are reasonable,
actual results may vary significantly and may expose us to material impair-
ment charges in the future. Our methodology for determining fair values
remained consistent for the periods presented.

For the qualitative analysis performed for RU2 and RU4, we have taken into
consideration all the events and circumstances listed in FASB ASC 350,
Intangibles—Goodwill and Other, in addition to other entity-specific factors.
For example, for RU2 and RU4, although pricing for our products declined
modestly, our gross margins increased due to lower than expected raw material
costs, which flowed through to operating margin. We considered the fact that
no new competitors entered the marketplace in our industry and that consumer
demand for the industry’s products remains constant, if not growing slightly.
Also, economic factors over the past year did not significantly affect the discount
rates used for the valuation of these reporting units. In addition, although the
president of RU2 resigned in 2X10, we replaced him with an individual who
formerly served as the chief operating officer of a competitor. Lastly, we
considered the 2X09 quantitative analysis performed for all reporting units
which indicated that the fair values of these reporting units significantly
exceeded their carrying amounts. We concluded that the events in 2X10 did not
have a significant impact on the fair values of RU2 and RU4. Therefore, we
determined that it was not necessary to perform a quantitative goodwill
impairment test for RU2 and RU4.

After completing our annual impairment reviews for each reporting unit during
the fourth quarter of 2X10 and 2X09, we concluded that goodwill was not
impaired in either of these years.

In addition, as of December 31, 2X10, we did not have any reporting units that
were at risk of failing the first step of the goodwill impairment test. The
estimated fair values of RU1 and RU3 significantly exceeded their carrying
amounts at the date of testing. We applied a hypothetical 10 percent decrease
to the fair values of these reporting units, which at December 31, 2X10, would
not have triggered additional impairment testing and analysis.
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Table of Responsibilities of Management and
the External Valuation Specialist
A valuation specialist may be external or internal. When an external valuation
specialist is used, the following table summarizes the respective responsibilities
of management and the valuation specialist related to a valuation of a reporting
unit(s) when testing goodwill for impairment in accordance with this guide. For
some entities, the board of directors may assume or share with management
one or more of the responsibilities listed for management. For purposes of this
appendix, the term management may therefore also apply to the board of
directors. The responsibilities of the independent auditor are not provided in
this table as the decision regarding the choice of valuation specialist and the
extent of their involvement should be made by management alone. The Im-
pairment Task Force (task force) intends the information in the table to be
descriptive rather than prescriptive.

Responsibilities of Management and the External Valuation
Specialist

Management
Responsibilities

Valuation Specialist’s
Responsibilities

Selecting the
Valuation
Specialist

Select a qualified
valuation specialist.

Provide honest and
complete disclosures
about expertise,
experience,
credentials,
references, and
capability to meet the
objective.

Determine the
valuation specialist’s
willingness to be
referred to as an
expert in filings with
regulators.

Before accepting and
completing a
valuation
engagement, discuss
with management
under what
circumstances, if any,
he or she would be
willing to be referred
to as an expert in
filings with
regulators.

Determine the
valuation specialist’s
willingness to support
the valuation report in
discussions with
regulators and others.

Be prepared to
support the valuation
report in discussions
with regulators and
others.

(continued)
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Management
Responsibilities

Valuation Specialist’s
Responsibilities

Performing a
Valuation

Define the objective for
the involvement of the
specialist.

Before commencing
procedures on the
valuation, ensure an
appropriate
understanding of the
nature and scope of
the work that is being
asked of the
specialist.

Provide comprehensive
and accurate
information to the
valuation specialist
about business
conditions and about
future business plans
and associated
conditions.

Evaluate the
reasonableness of the
assumptions and
other information
provided by
management.

Respond to inquiries of
the valuation
specialist.

Select appropriate
valuation techniques.
Use appropriate
experts (for example,
engineers) as
necessary to assist in
the valuation.

Assume responsibility
for the inputs and
outputs of the
valuation and the
valuation techniques
and assumptions used
in the valuation.

Develop appropriate
assumptions for use
in conjunction with
valuation techniques.

Review the valuation
report and discuss with
the valuation specialist
the basis for the
conclusions reached in
order to understand
and evaluate them.

Complete the
valuation on a timely
basis and document
the work performed.
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This glossary contains terms from the following sources when indicated:

• International Glossary of Business Valuation Terms (IGBVT), which
has been adopted by a number of professional societies and organi-
zations, including the AICPA

• Financial Accounting Standards Board (FASB) Accounting Stan-
dards Codification (ASC)

• Statement on Standards for Valuation Services (SSVS) No. 1, Valu-
ation of a Business, Business Ownership Interest, Security, or Intan-
gible Asset (AICPA, Professional Standards, VS sec. 100)

acquisition premium. In a merger or an acquisition, the difference
between the purchase price and preacquisition value of the target
firm.1

active market. A market in which transactions for the asset or liability
take place with sufficient frequency and volume to provide pricing
information on an ongoing basis. (FASB ASC Master Glossary)

asset approach. A general way of determining a value indication of a
business, business ownership interest, or security using one or more
methods based on the value of the assets net of liabilities. Also known
as asset-based approach. (IGBVT)

conditional cash flows. Cash flows that are conditional upon the occur-
rence of specified events. (FASB ASC 820-10-55-10)

control. The power to direct the management and policies of a business
enterprise. (IGBVT)

control premium.2 An amount or a percentage by which the pro rata
value of a controlling interest exceeds the pro rata value of a
noncontrolling interest in a business enterprise to reflect the power
of control. (IGBVT)

cost approach. A valuation technique that reflects the amount that would
be required currently to replace the service capacity of an asset (often
referred to as current replacement cost). (FASB ASC Master Glos-
sary)
A general way of determining a value indication of an individual
asset by quantifying the amount of money required to replace the
future service capability of that asset. (IGBVT)

cost of capital. The expected rate of return that the market requires in
order to attract funds to a particular investment. (IGBVT)

cushion. The excess of the reporting unit’s fair value over its carrying
amount.

1 As of the writing of this guide, the Appraisal Foundation is working on a project regarding
the assessment and measurement of control premiums in valuations for financial reporting.
The purpose of this project is to present views on how to approach and apply certain aspects
of the valuation process appropriate for measuring the fair value of controlling interests in
business enterprises for financial reporting purposes. Please refer to the Appraisal Founda-
tion’s website at www.appraisalfoundation.org for further information about this project and its
status.

2 See footnote 1 in the glossary.
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discount rate. A rate of return used to convert a future monetary sum into
present value. (IGBVT)

discount rate adjustment technique. A present value technique that
uses a risk-adjusted discount rate and contractual, promised, or
most likely cash flows. (FASB ASC Master Glossary)

discounted cash flow (DCF) method. A method within the income
approach whereby the present value of future expected net cash
flows is calculated using a discount rate. (IGBVT)

EBIT. Earnings before interest and taxes.

EBITDA. Earnings before interest, taxes, depreciation, and amortization.

EITF. Emerging Issues Task Force of the Financial Accounting Standards
Board.

enterprise value. For purposes of this guide, enterprise value is defined
as the value of equity and interest-bearing debt. In broader valuation
practice, the term enterprise value is sometimes used to refer to the
value of equity and interest-bearing debt, less all cash and equiva-
lents; however, for this guide, the Impairment Task Force considers
enterprise value to include cash and cash equivalents. Enterprise
value may also be referred to as invested capital, market value of
invested capital (MVIC), or total enterprise value.

equity value. For purposes of this guide, the enterprise value less the
fair value of debt.

expected cash flow. The probability-weighted average (that is, mean of
the distribution) of possible future cash flows. (FASB ASC Master
Glossary)

expected present value technique. The expected present value
technique uses as a starting point a set of cash flows that represents
the probability-weighted average of all possible future cash flows
(that is, the expected cash flows). The resulting estimate is iden-
tical to expected value, which, in statistical terms, is the weighted
average of a discrete random variable’s possible values with the
respective probabilities as the weights. Because all possible cash
flows are probability-weighted, the resulting expected cash flow is
not conditional upon the occurrence of any specified event (unlike the
cash flows used in the discount rate adjustment technique).
(FASB ASC 820-10-55-13)

fair value. The price that would be received to sell an asset or paid to transfer
a liability in an orderly transaction between market participants at
the measurement date. (FASB ASC 820, Fair Value Measurement)

FASB. Financial Accounting Standards Board.

goodwill. An asset representing the future economic benefits arising from
other assets acquired in a business combination or an acquisition by
a not-for-profit entity that are not individually identified and sepa-
rately recognized. (FASB ASC Master Glossary)

Gordon growth model. A version of the long-term growth method used
to calculate a terminal value in a discounted cash flow analysis. The
Gordon growth model is used when the entity is expected to have
stable long-term growth in the terminal period.
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guideline public company method. A method within the market
approach whereby market multiples are derived from market prices
of stocks of companies that are engaged in the same or similar lines
of business and that are actively traded on a free and open market.
(IGBVT)

guideline company transactions method. A method within the mar-
ket approach whereby market multiples are derived from the sales
of entire companies engaged in the same or similar lines of business.
(Appendix C, “Glossary of Additional Terms,” of SSVS No. 1)

H-Model method. A version of the long-term growth method used to
calculate a terminal value in a discounted cash flow analysis. The
H-Model method is used when the entity is expected to have an
initial phase of higher growth in the terminal period which declines
linearly over the initial phase to reach a subsequent phase of stable
long-term growth.

impairment. Impairment is the condition that exists when the carrying
amount of goodwill exceeds its implied fair value. (FASB ASC 350-
20-35-2)

income approach. Valuation techniques that convert future amounts (for
example, cash flows or income and expenses) to a single current (that
is, discounted) amount. The fair value measurement is determined on
the basis of the value indicated by current market expectations about
those future amounts. (FASB ASC Master Glossary)
A general way of determining a value indication of a business,
business ownership interest, security, or intangible asset using one or
more methods that convert anticipated economic benefits into a
present single amount. (IGBVT)
Also known as income-based approach.

market approach. A valuation technique that 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. (FASB ASC Master
Glossary)
A general way of determining a value indication of a business,
business ownership interest, security, or intangible asset by using
one or more methods that compare the subject to similar businesses,
business ownership interests, securities, or intangible assets that
have been sold. (IGBVT)
Also known as market-based approach.

market capitalization. In a publicly traded entity the market capital-
ization is equal to the share price times the number of shares
outstanding.

market participants. Buyers and sellers in the principal (or most ad-
vantageous) market for the asset or liability that have all of the
following characteristics:

a. They are independent of each other, that is, they are not
related parties, although the price in a related-party trans-
action may be used as an input to a fair value measurement if
the reporting entity has evidence that the transaction was
entered into at market terms
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b. They are knowledgeable, having a reasonable understanding
about the asset or liability and the transaction using all avail-
able information, including information that might be obtained
through due diligence efforts that are usual and customary

c. They are able to enter into a transaction for the asset or
liability

d. They are willing to enter into a transaction for the asset or
liability, that is, they are motivated but not forced or otherwise
compelled to do so.
(FASB ASC Master Glossary)

MVIC. Market value of invested capital.

prospective financial information (PFI). Any financial information
about the future. The information may be presented as complete
financial statements or limited to one or more elements, items, or
accounts. (AICPA Guide Prospective Financial Information)

related parties. Related parties include the following:

a. Affiliates of the entity

b. Entities for which investments in their equity securities would
be required, absent the election of the fair value option under
the “Fair Value Option” subsection of FASB ASC 825-10-15, to
be accounted for by the equity method by the investing entity

c. Trusts for the benefit of employees, such as pension and profit-
sharing trusts that are managed by or under the trusteeship of
management

d. Principal owners of the entity and members of their immediate
families

e. Management of the entity and members of their immediate families

f. Other parties with which the entity may deal if one party
controls or can significantly influence the management or
operating policies of the other to an extent that one of the
transacting parties might be prevented from fully pursuing its
own separate interests

g. Other parties that can significantly influence the management
or operating policies of the transacting parties or that have an
ownership interest in one of the transacting parties and can
significantly influence the other to an extent that one or more
of the transacting parties might be prevented from fully pur-
suing its own separate interests
(FASB ASC Master Glossary)

reporting unit. The level of reporting at which goodwill is tested for
impairment. A reporting unit is an operating segment or one level
below an operating segment (also known as a component). (FASB
ASC Master Glossary)

SSVS. Statement on Standards for Valuation Services, issued by the
AICPA and available in Professional Standards as VS section 100,
Valuation of a Business, Business Ownership Interest, Security, or
Intangible Asset.
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synergy. Used mostly in the context of mergers and acquisitions, the
concept that the value and performance of two entities combined will
be greater than the sum of the separate individual parts. In the
context of developing prospective financial information, synergies
may account for some of the difference between the assumptions used
to estimate cash flows that are unique to an entity and the assump-
tions that would be used by market participants.

terminal value. The value as of the end of the discrete projection period
in a discounted future earnings model. (IGBVT)
In the context of this guide, this represents the reporting unit’s value
as of the end of the discrete cash flow period in a discounted cash flow
model, when earnings are expected to stabilize.
Also known as residual value.

two-stage growth method. A version of the long-term growth method
used to calculate a terminal value in a discounted cash flow
analysis. The two-stage growth method is used when the entity is
expected to have an initial phase of higher growth in the terminal
period followed by a subsequent phase of stable long-term growth.

unobservable inputs. Inputs for which market data are not available and
that are developed using the best information available about the
assumptions that market participants would use when pricing the
asset or liability. (FASB ASC Master Glossary)

valuation specialist. An individual recognized as possessing the abilities,
skills, and experience to perform valuations. A valuation specialist
may be external or internal. When referring to the valuation spe-
cialist in this guide, it is commonly presumed that it is an external
party but, if individuals within the entity possess the abilities, skills,
and experience to perform valuations, they can also serve in the
capacity of a valuation specialist.

weighted average cost of capital. The cost of capital (discount rate)
determined by the weighted average, at market value, of the cost of
all financing sources in the business enterprise’s capital structure.
(IGBVT)

working capital. Current assets minus current liabilities. When a re-
porting unit’s carrying amount is based on an enterprise premise,
debt is excluded from the liabilities assigned to the reporting unit;
therefore, short-term debt and the current portion of long-term debt
is excluded from working capital.
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