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COVID-19 accounting
considerations for CFOs

Impairment of intangible assets and goodwill

The business and operations of many entities have already been
seriously affected by the rapid global spread of COVID-19 and related
government actions. Unfortunately, many businesses will continue to
be affected for some time. This has consequences for their value and
the value of many of their commercial assets.

In this volatile environment, any impairment of goodwill and Management teams that perform impairment testing fully
other long-lived assets has the potential to materially reduce in-house may find this requirement a significant addition to
reported earnings. While impairment losses provide only a their role at a time when, more than ever, management’s full
lagging indicator of negative developments, this does not attention on operations is crucial. This is also an area that
reduce the importance of ensuring that the reported values will likely be subject to particular scrutiny and challenge by
for goodwill and other intangibles reflect an appropriate value.  external auditors.

This includes any impairment in value reflecting economic
impact of COVID-19.




The requirement

IAS 36 ‘Impairment of Assets’ seeks to ensure that the assets of a
reporting entity are carried at amounts not in excess of their recoverable
amounts.

IAS 36 defines the recoverable amount of an asset as the higher of its fair
value less costs of disposal (FVLCD] to sell and its value in use (VIU). Fair
value is defined as an amount obtainable in an arm’s length transaction
between knowledgeable and willing parties. VIU is based on an estimate
of the future cash flows the entity expects to derive from the use of an

asset or associated cash generating unit (CGU] in its current form.
COVID-19 is likely to impact both FVLCD and VIU.

If the carrying amount of an asset exceeds its recoverable amount the
asset is impaired.

IAS 36 then requires the entity to write down the asset to its recoverable
amount and recognise an impairment loss. IAS 36 requires that both
intangible assets with an indefinite useful life (and any intangibles not
yet ready for their intended use) and goodwill be tested for impairment
at least annually. For other asset classes that fall under the standard,
the entity is required to test the asset for impairment when indicators of
impairment are present.

Below are some issues for management to consider in assessing
impairment together with some direction as to how best to respond to
them.
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Is COVID-19 an impairment indicator
at the reporting date?

This will depend heavily on the reporting date for the entity.
For those with a year-end of 31 December 2019 or earlier the
answer is likely no because COVID-19 was not considered

to be a significant issue for most economies and businesses
at that date. However, the accounting standards do require
disclosure about material non-adjusting events after the
balance sheet date, including an estimate of the financial
effects when possible. Those with a 31 March 2020 reporting
date and onwards will clearly need to consider COVID-19 as
an impairment indicator for financial reporting purposes.

What are the most relevant indicators
to the COVID-19 pandemic?

Detailed examples of indicators of impairment are included

in IAS 36.12. The most relevant indicators are included below

- note that this list is not exhaustive. Given the prevalence of
certain of these indicators, we encourage management to
consider and document carefully the presence of these factors
and the consequences they might have on their financiall
statements.

External indicators
» Observable indicators of decrease in value

« Significant changes with an adverse effect on the entity have
taken place during the period in the economic environment in
which the entity operates or in the market to which an asset is
dedicated

* The carrying amount of the net assets of the entity is more
than its market capitalisation.

Internal indicators

* Assets becoming idle

« Evidence that economic performance is worse than expected
* Plans to dispose of an asset

« Plans to restructure.
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Which assets are likely to be impacted?

Long-lived assets are likely to be impacted. These include:
* right-of-use assets arising from lease contracts
* property, plant and equipment

* intangibles.

As mentioned, IAS 36 requires these assets to be tested for
impairment where indicators of impairment are identified. This
testing is performed for individual assets if they generate cash
inflows largely independently. For other assets and goodwill,
testing is mainly by reference to the CGU that the asset
belongs to. In some cases it is possible to reliably estimate
FVLCD at individual asset level but VIU only at CGU level. If
the FVLCD estimate shows there is no impairment loss it is not
necessary to test the CGU as well (IAS 36.22).

Entities may have assets that are subject to impairment testing
that do not qualify as long-lived assets and are not financial
assets. These assets should be assessed for impairment as
they could be impacted by COVID-19, particularly where these
amounts reflect historic transactions with third parties where
the creditworthiness of these third parties is now called into
question. For example, an entity might have prepaid for goods
or services but the counterparty might no longer be able to
provide these or refund the payment.

How is COVID-19 likely to impact the
impairment test?

As a reminder, recoverable amount is the higher of VIU and
FVLCD. COVID-19 will often affect both amounts.

Many entities start by estimating VIU. This is because if VIU
exceeds carrying value there is no need to determine FVLCD
(and vice versa). However, if VIU indicates an impairment
loss then FVLCD should also be estimated - unless facts and
circumstances indicate that FVLCD would not be materially
higher than VIU or it cannot be estimated reliably.

The main building blocks of the VIU estimate are cash flow



projections, a risk-free discount rate and adjustments to
incorporate variability, uncertainty and other factors that
market participants would reflect in pricing the asset or CGU.
These adjustments will also be affected by COVID-19. IAS 36
allows these adjustments to be reflected in one of two ways:

by adjusting the discount rate or by adjusting the cash flows
(including the long-term growth assumptions). In normal times,
the risk-adjusted discount rate approach is more typical.
However, given the very high levels of current uncertainty, the
risk-adjusted expected cash flow approach is often preferable
as it involves more explicit consideration of the wider than
normal range of possible future outcomes. Whichever approach
is used management must ensure the outcome reflects the
risks, uncertainties and other factors that would influence
market participants’ pricing decisions. It is equally important to
ensure cash flow and discount rate concepts are aligned and
so no double-counting of COVID-19 risks occurs.

How is COVID-19 likely to impact the
discount rate?

It is likely to be far more challenging to determine a risk-
adjusted discount rate in the current situation. The current
volatility in financial markets introduces additional challenges
to this process as the parameters used to estimate discount
rates become more unpredictable.

Values for assumptions which were somewhat settled in the
past, such as the use of long-term government bond yields as a
proxy for the risk-free rate, may no longer be appropriate. This
means that, more than ever, discount rates need to be assessed
after a thorough review of:

« current market conditions

+ any guidance provided by market evidence of value for
comparable reporting entities or assets

« the risks of the asset or CGU to be valued.

It is also likely, given the recent volatility of capital markets,
that:

« beta for the entity may increase (as a result of increased risk

related to forecasts given increased uncertainty); and

* the indicated cost of equity may increase.

How will it impact the cash flow
forecasts?

Many entities are experiencing major disruption to their
operations, with rapid declines in net cash flows and profits
and ongoing uncertainty over duration and longer-term impact.
The VIU cash forecasts must nonetheless reflect assumptions
about these impacts based on facts and circumstances at
the year-end. These assumptions should be explicit, clear and
supportable. It is not reasonable, in the current environment,
for most entities to base their estimates on performance in the
comparative period - particularly if the reporting date is after
11 March 2020 when the World Health Organisation declared
a global pandemic.

As the situation develops, more information about the severity
of the financial impact may become available after year-end
but before the date of approval of the financial statements.
While the starting point is that entities are required to
determine amounts based on their knowledge of events at

the reporting date, not after it, information obtained after the
reporting date can be considered if such conditions existed as
of the reporting period end. Significant professional judgement
of all relevant facts and circumstances will be required to make
this assessment.

Entities with reporting dates after the outset of the COVID-19
pandemic are likely to have real challenges reflecting its impact
in a single set of forecast cashflows due to very high levels of
uncertainty. Companies should therefore consider developing
multiple scenarios and applying probabilities to each to arrive
at the expected cash flows. Reporting entities applying the
risk-adjusted expected cash flow approach should give more
weight to the downside scenario(s) to achieve the objective of
incorporating a market view of risk and uncertainty.
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What about FVLCD?

When estimating FVLCD reference should be made to
observable, arm’s length transactions as far as possible.

Prices for fire-sales of assets or asset groups may not reflect
an orderly transaction. In the current environment, it may be
more difficult to determine a current fair value due to a lack of
recent arms-length transactions between market participants
as they are defined in IFRS 13 ‘Fair Value Measurement’. In
using a valuation technique to estimate FVLCD the inputs and
assumptions should reflect only the information that would

be available to market participants at the reporting date.
Information not available at the reporting date (based on
normal access and due diligence for a transaction involving the
asset(s) in question) cannot affect fair value. When a fair value
estimate uses unobservable inputs, management therefore
needs to assess how information about COVID-19 available at
the reporting date would influence market participants’ pricing
decisions.

What about useful life?

Detailed and explicit VIU cash flow forecasts are generally
required to be for no more than five years. Beyond the detailed
forecasting period IAS 36 requires an extrapolation using

a steady or declining long-term growth rate. The impact of
COVID-19 may mean that reporting entities will now be forced
to use the asset in its current condition for a period extending
well beyond five years, However, IAS 36 permits using a detailed
forecast period of more than five years only if management
cannot demonstrate an ability to forecast accurately over

such a period. Conversely, long-term growth rate assumptions
applied previously may no longer be suitable, particularly if the
economic impact of COVID-19 is viewed as being more than
short-lived.

Cash flow projections must also relate to the asset in its current
condition. Also, many entities may restructure their operations
as part of their response to COVID-19. This means management
may need to demonstrate that any forecast improvements in
the financial performance of an asset or CGU relate to the
asset in its current condition and not to an enhancement or
uncommitted future restructuring.

6 Aldar Audit Bureau - Accounting for Saudi Arabia

What is the impact to the interim period?

Indicators of impairment may appear as a result of the
economic conditions caused by the spread of COVID-19 and
an entity may be required to perform an impairment test, and
record an impairment loss, during an interim period in 2020.

An entity may recognise an impairment loss in one period but,
in a subsequent period, there may be an indication that the
impairment loss recognised in the prior period may no longer
exist or may have decreased. In such cases, IAS 36 states that
an impairment loss recognised in prior periods for an asset
other than goodwill should be reversed if, and only if, there
has been a change in the estimates used to determine the
asset’s recoverable amount since the last impairment loss was
recognised. Impairment losses on goodwill cannot be reversed,
even if the loss was recognised in an interim period and
conditions have improved by year-end.

For example, consider a situation in which indicators of
goodwill impairment are identified in the first quarter ended 31
March 2020 (O1-2020] so the entity performs an additional
test and recognises an impairment loss in ©1-2020. In Q4-
2020, the entity performs its annual goodwill impairment test.
This test shows that conditions have improved since Q1-2020
and that some or all of the impairment loss arising in ©1-2020
would not have been recognised based on this latest estimate.

In Q4-2020, can the entity reverse part, or all, of the goodwill
impairment loss recognised in Q1-2020? The answer is no
because of the explicit prohibition in IAS 36.

This prohibition seems to contradict a principle in IAS 34
‘Interim Financial Reporting’ that ‘the frequency of an entity’s
reporting (annual, half-yearly, or quarterly) shall not affect the
measurement of its annual results. However, this contradiction
was identified by the IFRS Interpretations Committee which
published an interpretation (IFRIC 10) confirming that an
impairment loss recognised for goodwill in an interim period
cannot be reversed in a subsequent period.

IAS 36 ‘Impairment of Assets’
seeks to ensure that the

assets of a reporting entity
are carried at amounts not
in excess of their recoverable
amounts.”



Is IAS 36 the only standard that should be taken into consideration when considering
impairment?
The simple answer to this question is no. Some assets have been specifically excluded from the scope of IAS 36, otherwise IAS 36

should be applied. There are other standards that should be considered for those areas that have been excluded from its scope.

Asset In scope Out of scope If out of scope,
the applicable IFRS

Inventories v IAS 2

Contract assets and assets arising from costs to v IFRS 15
obtain or fulfil a contract that are recognised in

accordance with IFRS 15 Revenue from Contracts

with Customers

Assets not ready for use v
Deferred tax assets v IAS 12
Assets arising from employee benefits v IAS 19
Financial assets within the scope of IFRS 9 v IFRS @
Financial assets classified as subsidiaries (as defined v

by IFRS 10), associates (as defined by IAS 28), and
joint ventures (as defined in IFRS 11) accounted for
under the cost method for purposes of preparing the
parent’s separate financial statements

Investment property (measured using the fair v IAS 40
value method)

Investment property (measured at cost) v

Biological assets (measured at fair value less v IAS 41
costs of disposal)

Contracts within the scope of IFRS 17 Insurance v IFRS 17
Contracts that are assets

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

Impairments can be complex; a number of standards need to be considered before final conclusions are made and sometimes
valuation specialists may need to be involved. Finally, do not leave assessments to the last minute, they can be time consuming
to prepare and then subsequently evaluate. It’s clear that regulators around the world are wanting more disclosure than less on
impairments stemming from the COVID-19 pandemic.
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How Grant Thornton can help

Preparers of financial statements will need to be agile and responsive as the situation unfolds. Having access to experts, insights
and accurate information as quickly as possible is critical - but your resources may be stretched at this time.

We can support you as you navigate through accounting for the impacts of COVID-19 on your business. Grant Thornton
valuation experts provide time critical independent support and advice to organisations who must review or quantify any
impairment risks relating to intangible assets and goodwill caused by the impact of COVID-19.

Now more than ever the need for businesses, their auditor and any other accounting advisors to work closely together is essential.
To discuss your requirements further, please contact us.

Head office Jeddah Khobar

Al Mousa Commercial Complex, Saad H. Abu Khadra Building, Ababtain Tower,

7th Floor, Tower 4, 3rd Floor, King Fahad Street, 7th Floor,

Al Olaya Street, Riyadh P.O. Box 20142, Dhahran Street

T +966 (11) 463 0680 T +966 (11) 463 0680 T +966 92 000 6582
E infor@sa.gt.com E infoj@sa.gt.com E infok@sa.gt.com
About Grant Thornton

Aldar Audit Bureau, Abdullah Al-Basri & Co. (‘Grant Thornton Saudi Arabia’), is a member firm of Grant Thornton International
Ltd. As one of the world’s leading accounting and consulting firms we offer comprehensive assurance, tax and specialist
advisory services to privately held businesses and public interest entities who span across a wide range of industries. With
over 30 years of experience in Saudi Arabia, we understand the needs of businesses who are dynamic, having worked with
clients who range in size and industry. Our personalised local approach coupled with our global reach makes Grant Thornton
Saudi Arabia the ideal advisers for organisations that are ambitious and who want to go beyond.

Visit grantthornton.sa today to find out how we can help you, or visit one of our offices in Jeddah, Khobar or Riyadh.

Aldar Audit Bureau

Abdullah Al-Basri & Co.

Member firm of Grant Thornton International Ltd.

( i ra nt Thornton © 2020 Grant Thornton Saudi Arabia - All rights reserved.
“Grant Thornton” refers to the brand under which the Grant Thornton member firms provide assurance, tax and
advisory services to their clients and/or refers to one or more member firms, as the context requires. GTIL and the
member firms are not a worldwide partnership. GTIL and each member firm is a separate legal entity. Services are

delivered by the member firms. GTIL does not provide services to clients. GTIL and its member firms are not agents
grdntthornton.sd of, and do not obligate, one another and are not liable for one another’s acts or omissions.




