MANAGING GOODWILL IMPAIRMENT
TESTS IN A “COVID-19 WORLD”
A PRACTICAL GUIDE
FOR FINANCIAL MANAGERS
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INTRODUCTION

We are all coming to grips with the fact that the Covid-19 crisis will certainly be the biggest sanitary
crisis of our era. Whilst health professionals globally battle this indiscriminate disease on a daily
basis, there is a growing realization that the economic damage will be profound, severe and likely
long-lasting.
From a business valuation perspective, after a period of multi-year highs and relative visibility, we are
entering a period of persistent market volatility. This uncertainty will have a different impact
across industries (e.g., health tech versus the hospitality industry). As a response, companies have
swiftly initiated scenario-planning and sensitivity testing on key businesses drivers and valuation
parameters for strategic but also financial reporting purposes. This planning is paramount during
the current phase of unpredictability to try and understand a shifting valuation environment.
We have put together this comprehensive playbook in an attempt to begin tackling these issues in
the context of impairment testing. In this document, we will address the following:
‒ Understand financial reporting requirements and identify key business drivers and
potential impairment triggers;
‒ Implement and adapt the relevant valuation methodologies and sensitivity-testing;
‒ Disclose relevant conclusions to key stakeholders (e.g., shareholders, investor
community, auditors, etc.).
We have developed a simple three-step approach that is the narrative thread of the playbook:
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Anticipate

Implement

Prepare impairment tests
by identifying key value
drivers
Grasp financial reporting
requirements

Implement relevant
valuation methodologies
Perform sensitivity-testing

Disclose

Socialize with key
stakeholders

Evidently, our crystal ball is as good as yours in terms of understanding how materially future
business valuations will be impacted. We also understand that these recommendations will be
refined as we continue collecting additional data points while weathering the storm. The objective of
this note is to provide companies with a non-exhaustive overview of key valuation
methodologies and risk factors to take into consideration while planning for your half-year or
annual impairment-testing. We opted to be solution and proposition-focused while abiding by the
old saying that “Doubt, of whatever kind, can be ended by action alone”.
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EXECUTIVE SUMMARY

The Covid-19 crisis constitutes a trigger event for impairment tests. A majority of companies, due to
broader macroeconomic impacts, will need to perform an impairment test as at 30 June 2020.
Two types of approaches are generally implemented to determine the ‘recoverable amount’ (IAS 36)
for an impairment test: the income approach (DCF) and the market approach (guideline companies
and comparable transactions).
While carrying out your impairment tests, the following Top 10 key recommendations can be taken
into consideration:

1

Anticipate the impairment test process by identifying the risk factors at both Group
and CGU levels: activities and regions may not be similarly impacted

2

For listed companies assess whether a drop in the share price and/or a Price-toBook ratio <1 has occurred, since this will require further action & analysis

3

Use the Value in Use concept as the default basis - but consider alternative
approaches if Value in Use is not implementable or if Fair Value (less Costs of disposal)
is relevant and generates a higher Recoverable Amount

4

Prioritize the DCF method for now (and consider the market approach as a secondary
and corroborative approach) as long as uncertainty remains

5

Consider all components of the DCF method, i.e. (i) Business plan, (ii) discount rate
and (iii) terminal value

6

Analyze with care each component leading to the computation of short-term cash
flows and consider revising forecasts beyond 2020-2021

7

Build and weigh several scenarios, considering different potential recovery in terms of
speed and shape (“V”, “U”, “L”, “W”…)

8

Conduct sensitivity analyses on key operational KPIs (revenue growth, operating
margins, etc.) and on financial parameters (discount rate, long-term growth rate)

9

10

Factor-in specific risk premiums in the discount rate in order to reflect additional risks
where entities have not been able to revise their business plans; similarly, unless all
parameters of the cost of capital can be estimated with sufficient relevance in a Covid19 era, we recommend to factor the risk in the business plan and to maintain similar
level of discount rates
Avoid a “double penalty” where the derived value would be hit twice: through lower
cash flows AND higher discount rates.

Fact: over €300bn of goodwill impairments were booked during the fourth quarter of 2008 across
listed companies in the US and Europe (via Bloomberg).
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WHAT THE STANDARDS SAY ON IMPAIRMENT TESTS

IAS 36 Impairment of assets requires a company to assess, at least at the end of each reporting
period, whether there is any impairment to a non-financial asset, or any indicators of impairment.

Testing walk through
An asset is impaired when an entity is not able to recover its carrying value either by using it or selling
it. An entity estimates the recoverable amount of the asset for impairment testing.
IF RECOVERABLE AMOUNT - CARRYING VALUE < 0 => IMPAIRMENT THROUGH P&L
The Recoverable amount is the higher of:

The VIU is the preferable method when there is no basis for making a reliable estimate of the FV.

Does this Covid-19 context represent an indicator of impairment? If yes, what is the best
practice in order to perform the tests in an uncertain situation?
Yes, for a majority of companies due to wide macro economic impacts (major changes in the economic
environment, full or partial shutdown, deterioration in operational conditions and performance and
given recent stock market price declines, the carrying amount of net assets of an entity may exceed its
market capitalization IAS 36.12), it is necessary to perform an impairment test out of the usual
schedule. For most entities with a year-end closing, this will be performed as at 30th June 2020.

Please see Appendix 1 for more recommendations on IAS 36.
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WHAT THE STANDARD-SETTERS AND REGULATORS SAY

IASB and FASB
The standard-setters believe the Covid–19 pandemic is creating difficulties for many of the
stakeholders. Nevertheless, as of now (24 April 2020), the IASB and the FASB have not commented
on impairment testing for non-financial assets in the current context; the application of the standards
therefore prevails.
Regarding FV measurement, the FASB received a request to suspend mark-to-market
accounting in order to refer to a guidance developed during the 2008-2009 financial crisis.
However, the FASB refers back to the standard guidance (T820-10-35-54C) for measuring fair
value when the volume or level of activity for an asset or a liability has significantly decreased
(inactive market) => to be followed.

ESMA and AMF
In its initial statement on the Covid-19 pandemic on 25 March 2020, the ESMA made
recommendations regarding the importance of transparency in communicating both actual and
potential impacts of Covid-19 - to the extent possible - based on both a qualitative and quantitative
assessment of business activities, financial situation and economic performance in the 2019 year-end
financial report (if these have not yet been finalized or otherwise in their interim financial reporting
disclosures).
On 30 March 2020, the French AMF granted an exceptional additional 1 month extension to
interim financial reporting deadlines for those parties unable to issue their financial reporting
opinions within the usual deadline.
Issuers remain subject to their permanent information obligations under the European Market Abuse
Regulation: all inside information must be communicated to the market as soon as possible. The
AMF therefore recalls that companies must inform the market of any significant trend, liquidity
position, key figures from financial statements finalized but not audited.

Our recommendations:
1

A company should be prepared to:
A

Answer to the following questions:
+

Does the company have the appropriate forecasting and management tools?

+

How much time is required to produce the requested information?

B

Confirm the assumptions and values supporting the forecasts

C

Disclose with transparency and adaptability the detailed effects on their interim
financial statements and involve the financial auditors on the decisions taken
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WHAT FACTORS COULD SUGGEST AN IMPAIRMENT

An analysis of operational and financial factors should be anticipated in the impairment process, both
at a group and CGU level.

Our recommendations:
1

Anticipate the impairment test process by identifying the risk factors at both Group
and CGU levels: activities and regions may not be similarly impacted

2

For listed companies, a drop in the share price and/or a Price-to-Book ratio <1 will
require a specific in-depth analysis
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GENERAL METHODOLOGY FOR GOODWILL IMPAIRMENT TESTS (1/2)

Two types of approaches are generally implemented in order to determine the ‘recoverable amount’
(IAS 36).

Income approach based on the Discounted Cash Flow Method
(key approach for most companies)

Market approach based on the Guideline Public Company Method and the Guideline
Transaction Method
(generally secondary approach)

Our recommendations:
1

Default use of the Value in Use concept, notably if previously implemented

2

Consider alternative approaches if Value in Use is not implementable or if Fair
Value (less Costs of disposal) is relevant and justifies a higher Recoverable Amount
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GENERAL METHODOLOGY FOR GOODWILL IMPAIRMENT TESTS (2/2)

The Discounted cash flows («DCF») method remains the most relevant approach in the current
situation.

3

1

2

Our recommendations:
1

In the current situation - and as long as uncertainty and lack of visibility remain - the DCF
method should remain the default valuation methodology

2

Consider all components of the DCF method, ie. (i) Business plan, (ii) discount rate and (iii)
terminal value
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IMPLEMENTING THE DCF METHOD (1/5)

Priority should be given to revising the business plan.

Short-term revisions (2020-2021)

Our recommendation:
1

Carefully consider each component relevant to calculating the business’s short-term
cash flows
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IMPLEMENTING THE DCF METHOD (2/5)

Priority should be given to revising the business plan.

Our recommendations:
1

Revising forecasts should not be limited to 2020-2021

2

Longer-term revisions of each component leading to the computation of short-term cash
flows should also be carefully considered
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IMPLEMENTING THE DCF METHOD (3/5)

Building several scenarios and sensitivity analyses is even more important in volatile environment
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Our recommendations:
1

Entities should build and weigh several scenarios, considering different potential recovery
in terms of speed and shape (“V”, “U”, “L”, “W”…)

2

Sensitivity analyses should be conducted on key operational KPIs (revenue growth,
operating margins, etc.) and on financial parameters (discount rate, long-term growth rate)

3

If entities have not been able to revise their business plans, specific risk premiums should
be included in the discount rate in order to reflect additional risks
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IMPLEMENTING THE DCF METHOD (4/5)

Cost of capital should be revised if relevant information is already available.

Our recommendations:
1

Unless all parameters of the cost of capital can be estimated with sufficient relevance
in a Covid world, we recommend to factor the risk in the business plan and to maintain
similar level of discount rates

2

This will also avoid “a double penalty” where the derived value would be penalized
twice: through lower cash flows AND higher discount rates

3

Recent data (including Damodaran’s) shows that equity risk premiums have risen but
we recommend to expect some form of stabilization of the sum ‘risk-free rate + equity
risk premium’ before adjusting the discount rate
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IMPLEMENTING THE DCF METHOD (5/5)

Long-term growth rate should be revised only if structural perspectives change.

Our recommendations:
1

Unless there is a significant change in one or several of the long-term growth’s key
drivers, entities should not adjust their long-term growth rate

2

In all circumstances, entities should avoid a “double-penalty”: lower cash flows and lower
long-term growth rate or higher discount rate and lower long-term growth rate
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IMPLEMENTING THE MARKET MULTIPLES METHOD

In the short-term, the market approach should be used with caution after thorough analysis.

•

•

•

•

•
•

•

•
•
Our recommendations:

Our recommendations:
1

In a fair value analysis, trading multiples give a useful pricing indication

2

Avoid using transaction multiples and 2020 / 2021 multiples

3

Prefer forward normalized multiples to be applied to normalized aggregates.
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FINANCIAL COMMUNICATION

Further disclosure
Many estimates can be used for more than one item in the financial statements (i.e.: forecast
revenues used for impairment test and recognition of DTA). Consistency is the key when reporting in
an uncertain environment. It is also particularly important to provide users of the financial statements
with insight into the company’s action plan and response to the current uncertainty, including
information of the key assumptions and judgements made when preparing financial information. IAS
36.126 to 135.
Information on asset impairments (in particular goodwill) will be critical in helping users of the financial
statements to understand the impact of the Covid-19 pandemic on an entity’s financial performance
and position.

Disclosure of key assumptions:
Key assumptions used in performing impairment tests are likely to represent a source of
significant estimation uncertainty and therefore the information required by IAS 36 may need to
be supplemented by the information required by IAS1-125, such as sensitivity analysis.
The regulators (ESMA/AMF) insist on transparency on current and future impacts. Entities will
need to do their best to make reasonable estimates including comprehensive documentation
supporting their basis and provide robust disclosure describing:
1 All significant judgements exercised
2 The key assumptions used to determine the recoverable amount:
A Growth rate,
B revised forecasts,
C cost contraction,
D demand distortion assumptions, …
E together with a description of management’s approach to determining the value

assigned to each key assumption in sufficient detail.
3 The assumptions on the duration and intensity of effects of the shutdown (full or partial) of

activities and of the recovery phase for a return to a “steady state”.

Transactions Restructuring Transformation

Financial Engineering

Property of Eight Advisory & Eight International, 2020 - contact@8advisory.com – www.8advisory.com

CONCLUSIONS

As described throughout this playbook, business (or asset) valuation requires in-depth scrutiny of the
company’s current market conditions as well as future outlook.
We have detailed the methodologies recommended by accounting standards (i.e., IFRS) to implement
goodwill impairment testing. The near future will likely be VUCA1 (Volatile, Uncertain, Complex and
Ambiguous).
In-depth and granular forecasting, including multiple scenarios and stress-testing of key
assumptions will be critical in the Covid-19 aftermath.
Moreover, a frequent normalization exercise of the financial aggregates will need to be carried out,
to factor-in business disruption arising from the crisis (e.g., determination of a normative EBITDA
margin, checking cash flows for short-term turmoil but also testing for longer term viability).
In the current environment certain approaches may need to be reconsidered or used with caution
(e.g., comparable transactions and trading multiples) and used only as secondary or corroborative
methodologies for now.
There remains considerable uncertainty in accurately estimating how long this crisis will last, and how
grave the economic and financial damage it will cause; however, we can be certain that a recovery
will occur, and companies will need to be ready to analyze and interpret their key valuation drivers in
a post-Covid 19 economy.
More than ever, frequently refining and updating forecasts as the storm is weathered will enable
companies to limit business disturbance and prepare for the day after with greater confidence and
success.

1 Bennis, Warren; Nanus, Burt (1985). Leaders: Strategies for Taking Charge

Transactions Restructuring Transformation

Financial Engineering

Property of Eight Advisory & Eight International, 2020 - contact@8advisory.com – www.8advisory.com

EIGHT ADVISORY VALUATION & MODELING / CAPITAL MARKETS LEADERS

Experienced dedicated teams across three countries, with a network of correspondents in over 20
countries, combining financial and consulting experience, focused on delivering value through indepth analysis and a hands-on approach.

Alexis KARKLINS-MARCHAY

Geoffroy BIZARD

Partner Valuation & Modeling
Head of Valuation Services

Partner Valuation & Modeling
geoffroy.bizard@8advisory.com

alexis.karklins@8advisory.com

Matthew THUMAS

Sophie CARLES

Partner Valuation & Modeling

Partner Valuation & Modeling

matthew.thumas@8advisory.com

sophie.carles@8advisory.com

Romain LE THEO

Marie-Amélie VIALLET

Director Valuation & Modeling

Director Valuation & Modeling

romain.letheo@8advisory.com

marieamelie.viallet@8advisory.com

David BENABOU

Ihssane CHABAA

Director Valuation & Modeling

Director Valuation & Modeling

david.benabou@8advisory.com

ihssane.chabaa@8advisory.com

Myriam MONTILLOT

Vincent de MONTGOLFIER

Partner Capital Markets

Partner Capital Markets

myriam.montillot@8advisory.com

vincent.demontgolfier@8advisory.com

Noria BACHA
Senior Manager Capital Markets
Noria.bacha@8advisory.com

Transactions Restructuring Transformation

Financial Engineering

Property of Eight Advisory & Eight International, 2020 - contact@8advisory.com – www.8advisory.com

APPENDIX 1: ADDITIONAL RECOMMENDATIONS ON IAS 36

The increase in uncertainty makes the exercise of modelling future cash flows even more difficult.
Careful consideration of the cash flow projections, growth rate and discount rate will be critical in
terms of the reasonableness and credibility of the calculations given the current market conditions.
Multiple-scenario, probability-weighted forecasts should be performed to both limit the range
of uncertainty and reflect sensitivity to a variety of risk factors.
For example, a cash flow might be CU100, CU200 or CU300, with probabilities of 10 per cent, 60 per
cent and 30 per cent, respectively, giving an expected cash flow of CU220, i.e. (CU100 × 10%) +
(CU200 × 60%) + (CU300 × 30%).



The projected cash flows should be based on what could have reasonably been known and the
discount rate to be used is an estimate of the rate that a market participant would expect on an
equally risky investment. The risk and uncertainties about the future impact of the Covid-19 have
to be reflected in the projected cash flows of the CGU being tested and the discount rate applied
in a complementary way.

While an expected cash flow approach is highly dependent on assigning probabilities to estimates of
future cash flows, such judgements on the inputs may nevertheless be more transparent and more
readily tied to underlying commercial expectations than the addition of a “Covid-19” risk premium to
the discount rate that may be more arbitrary and for which there is no evidential base to support the
quantum of the adjustment.
The entity’s WACC may be used as a starting point for estimating a market discount rate, but this
should then be adjusted to reflect the way the market would assess the CGU’s cash flows.
As a booked impairment cannot be reversed - and since the crisis is unpredictable in nature at this stage management is required to exercise significant judgement to assert reasonable
assumptions which reflect the conditions existing at the reporting date for impairment testing,
and should consider providing detailed disclosures on the assumptions and sensitivities
used.
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This publication contains general information only and Eight Advisory is not, by means of this publication, rendering
accounting, business, financial, investment, or other professional advice or services. This publication is not a substitute for
such professional advice or services, nor should it be used as a basis for any decision or action that may affect your business.
Before making any decision or taking any action that may affect your business, you should consult a qualified professional
advisor. Eight Advisory shall not be responsible for any loss sustained by any person who relies on this publication.
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