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About Ernst & Young's Valuation & Business
Modelling Services

Our market-leading valuation and business modelling team will focus on your needs to
improve growth, profitability or competitiveness, whether you are acquiring, divesting,
restructuring or embarking on a joint venture. We have assisted some of the largest
companies in the global market with our responsive, objective advice on valuing businesses,
shares and assets. Our business modelling professionals help you to carry out the model
review, model support and model build services you need to make strategic decisions. Our
professionals can apply their commercial judgments and technical skills to a wide range of
complex valuation and business modelling situations, wherever you are in the world. Our
clients see us as a vital part of the team, valuing the deep sector-specific experience and
industry understanding our professionals bring to the deal. It's how Ernst & Young makes a
difference.

Why choose Ernst & Young?

1.0ne global, integrated team

2.Cross-border experience, in-country resources

3.Proven global methodologies and the latest, high-quality tools and perspectives
4.Collaborative approach

5.0bjective and independent advice
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Would you like to receive more information on Impairment Testing?
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Jan van der Geest Frank Lapeirre

Partner Partner

Tel: +31 88 407 16 95 Tel: +322 77490 18
jan.van.der.geest@nl.ey.com frank.lapeirre®be.ey.com

Wim Veerman

Executive Director

Tel: +31 88407 17 13
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Impairment Testing

Have your assets been
correctly tested for
impairment?

The ascension of International Financial Reporting Standard (IFRS) in Europe and
around the world is having an important impact on how leading companies need to
express the value of assets and liabilities on their balance sheets. An important example
of this is the asset impairment test that companies are now required to undertake at
least annually.

The European Commission’s initiative » an asset is impaired if its carrying amount
to develop an effective and transparent exceeds its recoverable amount;

single capital market has required listed
companies in the European Union (EU) to
apply IFRS in their consolidated financial
statements since 2005. One important
implication of IFRS is that the value of
assets and, in particular, goodwill and other ~ » if there is any indication that an asset

» for all assets included within the scope,
an assessment of whether an indicator of
impairment exists must be performed at
each reporting date;

identifiable intangible assets, must now be may be impaired, the recoverable amount
confirmed annually. shall be estimated for the individual

This impairment test requires the correct asset;

selection and application of appropriate » where it is not possible to estimate the
valuation techniques. Furthermore, recoverable amount of the individual

IFRS requires transparent disclosure asset (because the asset does not

of impairment testing, increasing the generate cash inflows independent of
reporting exposure of companies with those from other assets), the recoverable
assets subject to impairment risk. amount shall be determined for the

asset’s cash generating unit (CGU). A
CGU is the smallest identifiable group

IFRS impairment testing F)f assets that generate cash inflows

. independent of the cash flows from other
regime assets;

» irrespective of whether there is any
Key features of the accounting standard indication of impairment, goodwill and
regarding asset impairment (IAS 36) are intangible assets with indefinite useful
as follows: lives (that is, non-amortizing intangible
assets) shall be tested for impairment

> applies when determining impairment
of all assets (current, non-current and
revalued) , with limited eXCGptionS. These » for the purpose of impairment test]ng,

exceptions include inventories, deferred goodwill is tested as part of the CGU to
tax assets, financial instruments and which it relates.

other industry specific assets;

annually;
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Asset impairment

Once an asset, or a CGU, is identified as
being impaired, its recoverable amount
must be determined.

Recoverable amount is the higher of:
» fair value less costs to sell (previously
referred to as “net selling price"); and

» value in use.

An impairment loss occurs where an asset's

carrying amount exceeds its recoverable
amount. The impairment loss must be
reflected in profit or loss for the period
(unless the asset has been revalued and
a revaluation increment is reflected in an
asset revaluation reserve).
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Indicators of impairment

At each reporting date, an entity must assess whether there is any indication that an asset
may be impaired. To make this assessment, an entity must, as a minimum, consider the

following indicators:

External factors:

» an asset's market value has declined
significantly more than would be
expected as a result of the passage of
time or normal use;

» significant changes with an adverse effect
on the entity have taken place during
the period, or will take place in the near
future, in the technological or market
environment in which the entity operates,
or in the market to which an asset is
dedicated;

» increases in market interest rates or other
market rates of return on investments
during the period, and those increases
are likely to affect the discount rate used
in calculating an asset’s value in use and
decrease the asset's recoverable amount
materially;

» the carrying amount of the net assets
of the reporting entity is more than its
market capitalization.

Definition of value

Standard | Definition

Fair value less

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

Value in use IAS 36 The present value of the future cash flows expected to be
derived from an asset or a cash-generating unit.

Carrying amount IAS 16 The amount at which an asset is recognized in the balance
sheet, net of accumulated depreciation (or amortization) and

IAS 36 accumulated impairment losses.
Cash-generating IAS 36 The smallest identifiable group of assets that generates cash
unit inflows that are largely independent of the cash inflows from
other assets or groups of assets.
Fair value IFRS 3 The amount for which an asset could be exchanged, or a liability

settled, between knowledgeable willing parties in an arm's-
length transaction.

Internal factors:
» evidence is available of obsolescence or
physical damage of an asset;

» significant changes with an adverse effect
on the entity have taken place during
the period, or are expected to take place
in the near future, which impact the
manner or the extent to which an asset
is used. These changes include plans to
discontinue or restructure the operation
to which an asset belongs or to dispose of
an asset before the previously expected
date;

» evidence is available from internal
reporting that indicates that the
economic performance of an asset is, or
will be, worse than expected.

Reversal of impairment losses

An impairment loss recognized in a
previous reporting period for assets other
than goodwill is reversed only where the
asset's recoverable amount has risen above
its carrying amount and there has been
change in the estimates used to determine
recoverable amount.

An impairment loss can only be reversed
to the extent that it does not increase the
asset's carrying amount above the carrying
amount that would have been determined
for the asset had no impairment loss been
recognized in previous reporting periods.

Fair Value Less Costs to Sell
(FVLCS)

The hierarchy of methods to determine
FVLCS is set out in IAS 36:

1. if available, use the price set out in a
binding sale agreement;

2. inthe absence of a binding sale
agreement, market price determined
by reference to an active market, less
the costs of disposal;

3. inthe absence of both a binding sale
agreement and an active market,
use the “best information available
to reflect the amount that an entity
could obtain, at the balance sheet
date, from the disposal of the asset in
an arm'’s length transaction between
knowledgeable, willing parties, after
deducting the costs of disposal”.

While the first two methods described
above seem evident, the third point is
ambiguous and allows discretion to be used
in how FVLCS is determined. Theoretically,
a market approach might be employed for
the FVLCS determination, although the
preferable appraisal method would be an
income approach using assumptions that
‘market participants’ would use. Where
FVLCS cannot be employed because of lack
of suitable market information or because
it results in a recoverable amount lower

than the carrying amount, the Value in Use
(VIU) amount of the asset/CGU needs to
be determined.

Value in Use (VIU)

VIU is defined as the present value of the
future cash flows expected to be derived
from an asset of a CGU.

Value in use must be established using an
income approach (i.e. DCF methodology)
for the asset or CGU in question. When
measuring VIU:

» cash flow projections must be based on
reasonable and supportable assumptions
that represent management's best
estimate of the set of economic
conditions that will exist over the
remaining useful life of the asset or CGU;

» cash flow projections must be based
on the most recent financial budgets/
forecasts that have been approved by
management or the governing body
(these projections shall cover a maximum
period of 5 years unless a longer period
can be justified);

» cash flow projections beyond the
period covered by the most recent
budgets/forecasts must be estimated
by extrapolating the projections based
on the budgets/forecasts using a steady
or declining growth rate for subsequent
years, unless an increasing rate can be
justified.

Cash flow projections should exclude:
»  cash flows from financing activities;
» income tax receipts or payments; and

»  estimates of future cash flows on
capital expenditure that improves or
enhances an asset’s performance.
However, cash flows should include
estimates of future capital expenditure
necessary to maintain or sustain the
asset's performance at its standard of
performance assessed immediately
before the expenditure is made.

24-03-2009 17:25:21



